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We can stop the lawyer-accountant conflict 


over tax practice now: four recommendations 


- by Erwin N. GriswoLp 


Here the dean of the Harvard Law School, himself a tax lawyer, urges an end to quarreling between 


lawyers and accountants over tax practice. 


would distinguish between CPAs and other accountants. 


for some of its defensive tactics. 


of practice which courts will very likely uphold in future controversies. 


He sees much merit in the CP-A’s position, though he 


He criticizes the organized CPA profession 


He points out basic legal concepts in support of state control 


This article is adapted from 


an address before the Association of the Bar of the City of New York on January 13 


ICHARD BRINSLEY SHERIDAN’S first play was, appro- 
R priately enough for this subject, The Rivals. One 
of the lines in this play might well serve as a sug- 
gestion to us. “The quarrel is a very pretty quarrel as 
it stands,” said Sir Lucius O’Trigger. “We should only 
spoil it by trying to explain it.” 

For some time lawyers and accountants have been 
having a quarrel. One difference between this one and 
the one Sir Lucius was describing is that this one is 
not a very pretty one. It has seemed to me that it might 
be useful to try to explain some of the factors which 
are involved. 

Before going further, I should make a few explana- 
tions of my own. My purpose is to present as impartial 
a discussion of the problem as I can. It may be that 
my academic ivory tower is an advantage to this end, 
as well as a disadv antage. Of course, I am a lawyer, 
and my bias will no doubt appear. 


The nature of the legal profession 


First, let us look at the legal profession. I suppose 
that no one here will take issue with the statement 
that the law is an ancient and honorable profession. 
The legal profession was recognized in England as 
early as seven hundred years ago. It was prominent 
in this country by the time of the Revolution. Over the 
past century and a half, its educational requirements 
have steadily increased. The American Bar Association 


now requires three years of college preparation before 
entering into the study of law, and the law course 
itself must be three years full time, or four years part 
time. The road to admission to the practice of law is a 
long and hard one. 

Some element of exclusiveness is inherent in the 
nature of a profesion. It is not surprising that lawyers 
in this country, as successors of an ancient tradition, 
should be vigilant in protecting the area assigned to 
them. This is not a mere matter of self-interest. Law- 
yers may rightly believe that the proper limitation of 
the practice of law is in the public interest. 

Lawyers are officers of the court. This is not an 
empty phrase. Every lawyer is admitted to practice in 
this country by action of a court, after examination 
conducted by bar examiners appointed by and acting 
under the supervision of the court. The lawyer is sub- 
ject to summary action by the court. If he misconducts 
himself, he may be reprimanded, suspended, or dis- 
barred by the court. If he is disbarred, he cannot there- 
after “practice law” in any of its forms. 


Newness is no bar to recognition of accountants 


Now let us look at the profession of accountancy. It 
is much newer. That is not a bar to its proper recog- 
nition. However, newness does to some extent elimi- 
nate much of the sense of being a part of a long tradi- 
tion of which every lawyer has some feeling. In a very 
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real sense, I think, it may be said that the development 
of accounting as a profession, in this country, is a direct 
outgrowth of the federal income tax. 

When we look at the accounting area carefully, we 
find something much less definite than in the case of 
the legal profession. There are at least three cate- 
gories of persons working in this area, and they are 
often confused. There are, first, the certified public 
accountants. Second, there are the public accountants. 
And there are, third, a heterogeneous collection of 
people, sometimes calling themselves tax experts, or 
tax consultants, or advisers of one sort or another. 


The American Institute of Accountants. The AIA is 
made up almost exclusively of certified public ac- 
countants. Since 1936, it has not admitted any new 
members who are not CPAs. Although the educational 
requirements for certified — accountants are not 
as high as for lawyers, about 70% of the CPAs taking 
the examinations now are college graduates. They get 
their accounting education as undergraduates, fol- 
lowed by practical experience in an accounting office. 
Nevertheless, it is hard to become a certified public 
accountant, and I venture the thought that most 
lawyers, including myself, could not pass the examina- 
tions. 


Discipline. The CPAs are subject to disciplinary pro- 
ceedings, in some cases by public authority, in other 
cases by their state and local accounting societies. This 
discipline cannot, however, have quite the teeth in it 
which is inherent in that enforced by the courts on 
the lawyers. The worst that can happen to a CPA in 
such a proceeding is that he loses the right to call him- 
self a certified public accountant. This is a serious 
matter. But its effect is lessened by the fact that he 
can go right on practicing as a public accountant. Al- 
though statutes are beginning to be adopted in the 
field, in most states there is no control at all over public 
accountants, and still less over the third category of 
persons operating in this area, that is, the tax experts, 
advisers, and so on. 


Non-CPA “tax experts” are difficult element 


As I look at this problem, I find myself feeling that 
here is the most difficult element in it. It may well 
be the most serious obstacle in the way of proper rec- 
ognition for the CPAs. If there were only CPAs I do 
not think there would be much difficulty in working 
out an effective understanding and adjustment be- 
tween the accounting and the legal professions. As 
indicated already, the CPAs, though newer on the 
scene, have high ‘standards, both of competence and of 
professional practices. But the CPAs are only a small 
proportion, considerably less than half, of those work- 
ing on the accounting side of the fence. Moreover, 
for various reasons, some good and understandable, 
and some perhaps the result of failing to see all the 
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implications, the CPAs seem tc have deliberately 
chosen to take all of the other accountants and prac- 
tioners under their wing. For example, the AIA has 
employed counsel to file briefs in cases involving 
activities not only by persons who were not members 
of the AIA, but also by persons who were not certi- 
fied public accountants. From my point of view, 
this was unwise. Paradoxical as it may seem, the 
CPAs might better cast their lot with lawyers. It is 
true that there are some public accountants who are 
well qualified, despite the absence of appropriate 
standards for such work, but that is a poor basis on 
which to build and maintain a profession. If the CPAs 
choose to stand with some rather obvious targets, they 
should not be surprised if they attract fire—and this 
is fire which they might well not attract if they stood 
alone. 


Tax practice and law practice 


Now let us look at law practice, and at tax practice. 
Here lawyers were, historically, slow to recognize their 
responsibilities—not to mention their opportunities. 
During the 1920's, lawyers, with very few exceptions, 
shied away from taxes. They tended to rationalize this 
by saying that taxes were mere mechanics and book- 
keeping, and beneath their dignity. But the real fact 
was that the lawyers, in general, just did not know 
enough about the law involved to deal with it effec- 
tively. When I was a student in the Harvard Law 
School in the late 1920’s, there was a tax course, but 
few students took it. I did not. In 1929, the New York 
State Bar Association’s Committee on the Scope and 
Practice of Law reported that “The great field of taxa- 
tion. . .has been all but taken over by the accountant 
fraternity, which seems to have proved itself the more 
fit to survive in such environment.” As late as 1940, 
when the first edition of my casebook on Federal Taxa- 
tion was prepared, there was some difficulty in finding 
a publisher. There was great doubt among those put- 
ting out books whether there would be any demand 
for a book devoted to federal taxes alone. (The book 
is now in its fourth edition. ) 

During this period, accountants were providing 
service which the public badly needed. Much of this 
was service which only accountants were qualified to 
perform, but some of it was work which might well 
have been done by lawyers if they had not, with some 
exceptions, been unqualified to handle it. Most of the 
people who administer the technical side of the tax 
law are accountants rather than lawyers. There are 
some thousands of accountants among the revenue 
agents in the Treasury, and some hundreds of lawyers 
on the legal side. One of the oldest books in the field, 
long widely used, is Montgomery's Federal Taxation, 
which was originally put out by accountants, with a 
new edition recently published, again by accountants. 
Over the past fifteen or twenty years, lawyers have 
become better qualified in taxation, but they are still 
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open to the charge that they are Johnny Come Lately 
in the field. 

There are, of course, many aspects of tax practice, 
ranging from the extremely simple to the incredibly 
complex. Many of these things, like making out simple 
returns, can be adequately done by anyone with little 
experience, and lawyers do not want to do such work. 
There is also much work in connection with tax re- 
turns, particularly in the case of corporate taxes, which 
only an accountant is qualified to do. Setting up the 
books, prescribing systems for keeping accounts, in- 
ventory control and records, taking off the ordinary 
figures, and certifying balance sheets are all within 
the scope of the accountant, and are intimately tied up 
with taxes. 

In addition, there is plenty of opportunity for very 
complicated legal questions to arise in connection with 
corporate tax returns—the effect of a reorganization, 
whether a particular transaction is a sale, producing 
lease, producing rent, and so on. 
These problems may arise in connection with the 


capital gain, or 


preparation of a tax return, or they may arise in ad- 
vance, where what is sought is advice as to how to 
carry out a transaction and the preparation of papers 
and the actual handling of the matter. Such advice 
may be exclusively on accounting matters, or it may 
involve greater or lesser elements of law. 


No sharp dividing line is possible 


It is obvious that the separation of functions be- 
tween lawyers and qualified accountants in this area 
is an extremely difficult matter. To me it is rather 
clear that there can be no sharp dividing line. You 
cannot say: “These things are for accountants, and no 
lawyer shall ever do that; and these things are for 
lawye rs, and no accountant shall ever do any of that.” 
The two fields clearly overlap. But even then it is not 
like two circles laid one over a part of the other with 
common sectors. For as I see it, there are not three 
clear zones either. You can't say: “This is for ac- 
countants only; this is always for either accountants 
or lawyers; and this is for lawyers only.” On the con- 
tary, while the legal field and the accounting field 
clearly overlap, they shade into one another, with no 
clear line between them. In a particular problem, many 
factors may come into play, such as, the amount in- 
volved, the difficulty or routineness of the question, 
whether the practitioner, either lawyer or accountant, 
is considering the question in the course of his work as 
regular adviser for the client, and so on. These are 
very difficult questions of degree, of more or less. 
This makes them hard to grasp and state. But they are 
not in this respect unique. They are not different from 
many other questions arising in human relationships. 
A factor which may be quite relevant in a particular 
case may well be the degree of training and the pro- 
fessional standing of the person whose actions are 
called into question. It may well be appropriate for a 


certified public accountant to do things which would 
be over the line for another with less status. 

For twenty years or more, lawyers have been pub- 
licly concerned about some activities of some account- 
ants. A large part of this concern has been shown, | 
believe, by committees on the unauthorized practice of 
the law in various bar associations, many of whose 
members were not tax lawyers. In general, it has been 
my observation that there has been more interest in 
this matter among non-tax lawyers than among tax 
lawyers. For the most part, the tax lawyers of my ac- 
quaintance have had very good relations with account- 
ants, have had great respect for the work they do, and 
have often worked with them on many kinds of mat- 
ters as a very effective team, with great mutual respect. 
Most lawyers have worked on a good many matters 
which they could not have handled, or could not have 
handled as well, without the aid of a good accountant. 
The accountants associated with them on these mat- 
ters were quick to recognize that they could not have 
handled some aspects of the matter as well as the law- 
yer did. By my observation, there are few things as 
satisfying to a l: iwyer in tax practice as working closely 
with a good accountant, seeing him develop materials 
better than you could, seeing him pick up one of your 
ideas and putting it into graphic fo:m, tying it into the 
facts of the case—or, on the other hand, having the ac- 
countant present data on which the lawyer is able to 
build up a legal argument beyond what the accountant 
was prepared to contribute. 


The three leading court decisions 

I am not going to try to give a review of all of the 
couit decisions that have been handed down in this 
area. On the contrary, I am going to refer only to the 
three of these which seem to be of the most impor- 
tance. The first of these is Matter of New York County 
Lawyers Association v. Bercu, 273 App. Div. 524, 78 
N.Y.S. 2d 209 (1948), affd without opinion, 299 
N.Y. 728, 87 N.E. 2d 451 (1949). That case involved 
an accountant who was consulted by a corporation 
which was not his regular client. He was asked for 
an opinion whether certain sales taxes accrued but 
not paid in a previous year could be deducted in a 
subsequent year. He gave his opinion that the taxes 
could be deducted when paid. When he was not 
paid for his services, he sued for his fee—which may 
or may not be a wise thing for an accountant to 
do in this area. The question was elaborately con- 
sidered by the Appellate Division which, in an 
opinion by Judge Peck, decided against the account- 
ant. The court held that the giving of this opinion 
under the circumstances there involved was not ap- 
propriate for an accountant. The court did indicate 
that an accountant could have appropriately consid- 
ered and decided this question if it had arisen in the 
course of the regular work of making out the com- 
pany’s tax returns. 
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The Conway Case. A second case is Gardner v. Con- 
way, 234 Minn. 468, 48 N.W. 2d 788 (1951). That 
case involved a person who was neither a lawyer nor 
a CPA. He held himself out as a tax expert and pre- 
pared tax returns involving consideration of substan- 
tial questions of law. Proceedings were brought to 
hold him in contempt and to restrain him from such ac- 
tivities. Everyone jumped into the fray. Briefs were 
filed, on one side, by the Minnesotd Association of 
Public Accountants, the National Society of Public 
Accountants, the Minnesota Society of Public Account- 
ants, the American Institute of Accountants, and, on 
the other, by the Minnesota Bar Association and the 
American Bar Association. The court held that the 
practitioner had been wrong in undertaking to handle 
difficult and substantial questions of law. To a lawyer, 
this is not surprising. Had the practitioner been a certi- 
fied public accountant, and had the question arisen 
in connection with his accounting practice, the result 
might well have been different. To me it is unfortunate 
that the AIA chose to support this unqualified practi- 
tioner. It is hard to see how the CPAs, who have quali- 
fications and many of the essentials of a profession, can 
hope to maintain the field in which they properly serve 
the public if they do not differentiate themselves from 
unqualified practitioners, who do not so clearly have 
the qualifications of a profession. 


The Agran Case. The final case to which I will refer is 
the decision of the Appellate Division of the Superior 
Court of Los Angeles County, in 
Agran v. 


California, called 
Shapiro, and decided last June fourteenth. 
That case involved a CPA who was not, however, a 
member of the AIA. He was employed to make out 
tax returns for a husband and wife who were carrying 
on a business. A question arose about the availability 
of a loss as a carryback to an earlier year for deduc- 
tion there as a net operating loss. The accountant pre- 
pared and filed an application for a tentative carryback 
adjustment, and then handled this matter through the 
various stages within the Bureau of Internal Revenue 
until its eventual allowance. The amount of tax in- 
volved was $6,280, and the accountant submitted a bill 
for $2,000 for his services. When this was not paid, he 
brought suit. The defense was made that he had been 
practicing law. The AIA retained counsel who filed a 
brief on behalf of the accountant. 

When this case was tried, the accountant testified 
that he “spent five days in the county law library and 
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in his office reading tax services, cases, reports and de- 
cisions,” and that “he spent approximately four days 
in reading and reviewing over one hundred cases on 
the proposition of law involved.” This sounds like a 
lot of law to any lawyer. I do not think it should be 
unduly surprising that the court held that the account- 
ant had practiced law and could not collect his fee. 


The joint Statement of Principles 


I will come back to this case and more recent de- 
velopments later. Before doing that, I want to refer 
to one matter which is more hopeful. A number of 
years ago, there was established a joint or National 
Conference of Lawyers and Certified Public Account- 
ants. This consisted of a number of representatives 
appointed by the American Bar Association and an 
equal number of representatives appointed by the 
American Institute of Accountants. This group held 
many meetings, and wrestled hard with the difficult 
questions which are involved in this area. Their labors 
were well worth while, for they produced what seems 
to me to be the best statement that has yet been pre- 
pared on the question, a statement which may well 
point the way to eventual solution of the problem. 
This Statement of Principles Relating to Practice in 
the Field of Federal Income Taxation was agreed upon 
in 1951, and was approved in the same year by what 
seem to me to have been farsighted actions by the 
House of Delegates of the ABA and by the Council of 
the AIA. The Statement stresses the desirability of 
collaboration between lawyers and CPAs in the tax 
field. The essence of the Statement may perhaps be 
found in this passage: “Lawyers should encourage 
their clients to seek the advice of certified public 
accountants whenever accounting problems arise and 
cert'fied public accountants should encourage clients 
to seek the advice of lawyers whenever legal questions 
are presented.” The chief objection that could be 
taken to the Statement might be that, if taken literally, 
it would call for the services of two persons, one a 
lawyer and the other a certified public accountant, in 
too many cases. But here again we are faced with a 
question of degree. If the questions are large enough 
and important enough, such services may well be 
required. I do not think that the Statement was meant 
to be read literally every time a small or incidental 
legal question arises in connection with an accountant’s 
handling of a tax matter, or vice versa. 

The Statement of Principles deals with making out 
tax returns (and provides explicitly that CPAs and 
lawyers may properly prepare federal income tax 
returns). It also deals with the ascertainment of 
probable tax effects of transactions, with the prepara- 
tion of legal and accounting documents, with repre- 
sentation of taxpayers before the Treasury Depart- 
ment and the Tax Court, with claims for refund and 
criminal investigations, and with prohibited  self- 
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designations, such as “tax consultant”. or “tax expert’ 
for both accountants and lawyers. I repeat that it is 
a very fine document, clear, concise and statesmanlike. 
It should not get lost in the current shuffle. 


Reasonable view of CPA’s position published 


The next item to which I wish to refer is an article 
by John L. Carey which appeared in the Rocky Moun- 
tain Law Review early in 1953, entitled, “Ethics, “‘Un- 
authorized Practice,’ and Federal Income Taxation— 
An Accountant’s Viewpoint.” This article takes on 
special significance from the fact that Mr. Carey is 
now, and for a long time has been, the executive 
director of the AIA. He is also the editor of The 
Journal of Accountancy. To many lawyers the article 
seemed inflammatory. Indeed, a copy was sent to me 
at the time, and I was asked to prepare a reply to it. 
I did not do so, because it did not seem to me that 
the way to handle or solve this problem was to carry 
on a public controversy about it. Thousands of copies 
of the article were reprinted and distributed to the 
members of the AIA and by them to their clients. 
This made it seem like a propaganda document. I 
was bothered by the article when I first read it. I 
have reread it in connection with my preparation for 
this paper, and I do not find much in it now that dis- 
turbs me. It is a dispassionate, well-tempered dis- 
cussion of the problem from the accountant’s point 
of view, with clear references to the Statement of 
Principles of the National Conference of Lawyers 
and Certified Public Accountants. 

There is one argument in it that seems to me to be 
of doubtful validity. Mr. Carey wrote: “For the record 
it must be stated that the controver sy was begun and 
has been kept alive by the organized Bar. The account- 
ing profession has been wholly on the defensive.” 
Now this seems to me at least to beg the question. It 
is rather like a squatter saying that it’s all your fault 
if a row develops when you try to remove ‘him from 
your property. Many lawy ers believe that they have 
been acting in good faith in this matter, and that the 
problems have been raised by accountants who have 
entered too far into the legal field. We all agree that 
there is a problem here. The lawyers cannot be 
given all the blame for its existence except by denying 
that there is any basis at all for there being a problem 


Lawyers must resist CPA’s extreme position 


It may be that it is the position of the accountants 
that there is nothing at all in the tax field that they 
cannot properly undertake, short of appearing in a 
regular court. If that is their position, they can expect 
resistance from lawyers. If their position is anything 
short of that, then the process of working out the 
various overlapping limits is naturally going to in- 
volve some controversy for which accountants will 
surely share as much responsibility as lawyers. Mr. 
Carey recognized in his article that lawyers should be 


brought in “when a choice of legal remedies must be 
made, when a taxpayer's civil rights are involved, 
when the validity and meaning of legal documents 
is in question, and in many other circumstances where 
the legal knowledge or a lawyer's viewpoint will be 
helpful to the client.” Some people might think this 
was applicable to a problem which involved reading 
a hundred cases in four or five days’ study in office 
and county law library. 


Lower court decisions may not be too important 


This brings us back to the Agran case which seems 
to have frightened the accountants very severely and 
perhaps unduly. Perhaps this illustrates a difference 
between the approach of lawyers and of accountants 
to legal problems. To the lawyer the Agran case is 
just another case—decided by a relatively minor and 
unknown tribunal out in southern California. The 
case is not even binding in all of California. There 
are tens of thousands of cases in the books, some of 
them of more importance than others. Besides, lawyers 
pay close attention to the facts of cases, and this one 
did not have facts which really were very strong for 
accountants, unless it really is their position that there 
is no limit to what they may do in tax cases short of 
appearing in court. That was not the position taken in 
the Statement of Principles of the National Conference, 
nor as I have indicated is it the position taken in Mr. 
Carey’s article. Lawyers are inclined to wonder, 
think, why it is that accountants are so excited about 
the Agran case. 


The Treasury Circular 230 controversy 


That they are excited and frightened seems to me 
clear. I hope that as they get more persceptive they 
will be able to take a calmer view of the situation. 
One of the reasons for their concern rests on one of 
the grounds for the Agran decision, to which I have 
not referred. The accountant there was practicing 
before the Treasury Department. Such practice is 
regulated by the Treasury Department under Treasury 
Department Circular No. 230. Under this, lawyers, 
accountants and other persons are, on meeting cer- 
tain requirements, allowed to practice before the 
Treasury Department on tax matters. The crucial 
paragraph in the Circular is Sec. 10.2(f), which pro- 
vides that “an agent enrolled before the Treasury 
Department” which is the category into which an 
accountant falls “shall have the same rights, powers 
and privileges and be subject to the same duties as 
an enrolled attorney.” Then the paragraph goes on 
with two provisos, the second of which reads: “And 
provided further, that nothing in the regulations in 
this part shall be construed as authorizing persons 
not members of the bar to practice law.” To an at- 
torney that seems innocuous enough. It was relied on 
by the court in the Agran case as one of the grounds 
for denying the accountant his fee. What he had done, 
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the court ruled, was to practice law, and thus it was 
not authorized by the Treasury’s regulation. 

The Council of the American Institute of Account- 
ants immediately sought to have this passage deleted 
from the Treasury's regulation. They felt, I suppose, 
that the time was propitious, since the present Com- 
missioner of Internal Revenue is a certified public 
accountant, and a former president of the AIA. But 
not content with that, they introduced a bill in Con- 
gress which provides that “no person shall be denied 
the right to engage” in settlement of federal tax li- 
abilities with the Internal Revenue Service “solely 
because he is not a member of any particular profes- 
sion or calling.” Note that neither of these proposed 
changes is limited in its scope to certified public 
accountants. If these changes were made, and effective, 
they would be equally applicable to all persons who 
wanted to act as accountants or tax consultants, re- 
gardless of their training or professional standing. 


AIA’s presentation to members & clients 


In furtherance of its recommendations, the AIA 
put out last summer a nicely printed pamphlet called 
Helping the Taxpayer, which was distributed in large 
quantities to certified public accountants, their clients, 
and others. To me, this document is a little on the 
“slick” side. I find it hard to think that it is really a 
fair presentation of the problem. It tends to indicate 
that there is some threat to the right of accountants 
to make out tax returns. But this right has always 
been recognized. Moreover, the pamphlet makes no 
reference to the Statement of Principles of the Na- 
tional Conference. Nor does it differentiate between 
different classes of accountants with varying degrees 
of training and competence and professional standing. 

On September twentieth, the American Institute of 
Accountants sent all its members a circular letter 
asking them to write to their Congressmen and Sena- 
tors, and to have their clients write to their Congress- 
men and Senators, in support of the Institute’s Bill. 
\gain, on November fifteenth, the Institute sent out 
a letter to its membership enclosing a form of letter 
to be sent to all partners in accounting firms, and even 
a suggested form of letter to be used as a guide for 
clients to write to Congressmen and Senators. In 
none of these items is any reference made to the State- 
ment of principles of the National Conference. It is 
hard to suppress the feeling that the AIA is seeking 
to free not only its own members, but all persons 
acting as accountants regardless of training and pro- 
fessional standing, from all restraints in tax practice, 
and that it has in substance and in effect repudiated 
the Statement of Principles. 

The American Institute, as I understand it, denies 
this, although its actions seem to speak quite loudly 
on this matter. It feels that the lawyers repudiated 
the Statement of Principles when they participated in 
the Agran case. It is very hard, though, to see any 
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basis for this feeling when the words of the Statement 
of Principles are laid down alongside the actual facts 
of the Agran case. My own thought would be that 
the Agran case was a poor case for the accountants 
to stand on and a bad one for them to get excited 
about. 


Lawyers are bound to oppose 


Be that as it may, though, it is easy to see that 
lawyers are not likely to remain passive when the 
organized body of certified public accountants is 
acting in the manner and with the intensity which 
has been apparent over the last six months. To strike 
the proviso out of Section 10.2(f) of Treasury Circular 
230 is the equivalent of saying that non-lawyers may 
practice law. It would not have taken much foresight 
to see that organized lawyers, rightly or wrongly, are 
going to resist that change. May I make this sugges- 
tion: Instead of striking out that proviso, which after 
all is fighting ground for lawyers, might it not be a 
better approach for the accountants to seek to have 
a further proviso added which might read as follows: 
“And provided further, that nothing in the regulations 
in this part shall be construed as prohibiting a certi- 
fied public accountant from practicing certified public 
accounting.” I agree that this does not answer all of 
the questions. But it states the areas of operation 
rather accurately. 


Significance of local feeling about state bar 


There is one aspect of the AIA’s action which it 
did not, I think, fully appreciate. One of its arguments 
has been that there should be a federal statute so that 
there would be a uniform federal rule about tax prac- 
tice by accountants. Now lawyers, including tax 
lawyers, are accustomed to thinking of themselves as 
members of the bar of a state. They like, and see 
values in, the local control of lawyers which is the 
consequence of a separate bar in each state. Lawyers 
who practice tax law know that they are constantly 
dealing with questions of local state law of one sort 
or another, as well as federal tax law. When the 
accountants come out for a uniform federal rule for 
admission to practice in tax cases, it may show a 
weakness in their case, in that their training is neces- 
sarily deficient in those matters which are likely to 
vary state by state. Moreover, lawyers are likely to 
feel that there is too much centralization anyway. On 
this ground alone, they are likely to oppose anything 
which seeks to centralize more authority in the federal 
government. The accountants may encounter a more 
deep-seated opposition than they anticipated on this 
particular proposal. 

Moreover, a federal statute even if passed might 
not accomplish what the accountants want. There are 
notions about separation of powers and local control 
of law practice which are rather deep-seated among 
American judges. It seems to me by no means impos- 
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sible that American state courts might hold that ac- 
tivities which took place in their states were practice 
of law and could be legally performed only by mem- 
bers of the bar, even if they involved dealings with 
the federal government. A very similar decision has 
been reached in Florida where a lawyer from another 
state who held a Treasury card undertook to practice 
before the Treasury. The Florida Supreme Court, 
Petition of Kearney, 63 So.2d 630 (1953), held that 
he could not do so without being a member of the 
Bar of Florida. I would not be at all surprised to see 
the United States Supreme Court affirm such a 
decision if it even bothered to accept the case for 
review. As I have said, the notion that control of 
legal practitioners is a matter for state control is very 
deep-seated among lawyers. 


Four recommendations for present action 


This being the problem, its background, and its 
present status, what suggestions do I have? It is a 
very difficult problem, and it is not going to be settled 
all at once. My guess is, though, that it will actually 
work quite smoothly in most cases 
actually worked for a long time in the past. Here are 


just as it has 
some observations for consideration: 


1. Call off the dogs. By my lights, most of the dogs 
recent months by the AIA. 
Of course they say that this was self-defense after 
the Agran case. I suggest, though, that they take a 
calmer look at the Agran case—and that they pick a 
better one the next time they appear in court. At any 
rate, while the dogs are barking, this matter is not 
likely to be settled amicably or wisely. I would like 
to see a complete moratorium for a year or even more. 


have been unleashed 


There should be ample time to take a calmer look at 
things on both sides. 


2. AIA should speak for CPAs. From my point of 
view, it would be a very sound development if the 
AIA would conclude that it should undertake to speak 
only for certified public accountants and would dif- 
ferentiate itself from other practitioners in the field. 
Certified public accountants have gone far towards 
establishing a truly professional status. That is, as 
I see it, an entirely relevant and appropriate factor 
in the picture. Ce rtified public accountants take on an 
unduly heavy burden when they align themselves with 
persons who have not met their professional standards. 
It may well be that there are many public accountants 
and others who are in fact well qualified. Let them, 
then, meet the qualifications of certified public ac- 
countants, and not by a grandfather clause, either. 
Lawyers cannot (as a practical matter) be expected 
to make concessions to CPAs when those concessions 
will in fact be taken advantage of by a large number 
of miscellaneous practitioners, a large part of whom 
have neither the qualifications nor the’ professional 


standing of the certified public accountants. 

do not mean that other persons should not be 
allowed to do any tax work at all. There will still be 
ample scope for them in making out returns, and in 
doing other work in smaller communities where others 
may not be avaiiable. But the proper field of opera- 
tion of such persons who do not meet full professional 
standards may well be more restricted than in the 
case of certified public accountants. Perhaps an ulti- 
mate solution will be that certified public accountants 
can do many things that public accountants cannot 
do, that public accountants can do some things that 
other groups cannot do, and that the other groups may 
have a rather restricted field to move in. 


3. Use National Conference. If lawyers could deal 
with the organized CPAs representing no one. else, 
then I think agreement should not be too difficult. As 
a matter of fact, such an agreement has already been 
reached in the Statement of Principles of the National 
Conference. We could return to that with considerable 
advantage to all concerned. Then it should be pos- 
sible to continue the National Conference and to de- 
vise further steps, such as the establishment of local 
joint conferences which would undertake to admin- 
ister the Statement in concrete cases. 

One of the problems here is that it is very difficult 
to make any such agreement effective. It is not, of 
course, binding on the courts. Whenever: an account- 
ant sues for a fee, it becomes the duty of the lawyer 
for the defendant to raise the defenses that m: iy be 
available to him. Both the Bercu and the Agran cases 
were cases where accountants started the proceedings 
in court. The American Institute might find it wise to 
seek to advise against bringing such suits except in 
cases where it believed the grounds were very clear. 
If such a suit were approved by the National Con- 
ference, for example, it might have a considerable 
chance of success. 

Similarly, the National Conference cannot control 
the actions of state and local bar associations and 
their committees on unauthorized practice of the law. 
But the National Conference might have very con- 
siderable powers of suasion, and it could, in appro- 
priate cases, file briefs in opposition to positions taken 
by local associations or committees. One of the prob- 
lems in this area is to restrain the hotheads on both 
sides, and a continuing National Conference with good 
leadership, and appropriate give and take on both 
sides, might perform a very valuable function in this 
respect. 


4, The public interest. Finally, if we could deal 
directly with CPAs representing only CPAs, in a 
spirit of mutually working out a common problem, I 
for one would be willing to go very far in meeting 
the CPAs more than half way. We lawyers should not 
overlook two things: 
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(a) In other common law countries, this question 
does not exist. Accountants can and do handle all 
aspects of income tax cases with the revenue authori- 
ties, short of court proceedings. I have shown the 
{gran opinion to an English solicitor. He finds it 
very interesting, but says that there would be no ques- 
tion in England that an accountant could properly do 
what Mr. Agran did, and be paid for it. He thinks that 
the solicitors may have been somewhat asleep and re- 
miss, but there is no doubt as to what the legal status 
of the English accountant is in this area. 

(b) In any event, the question is one that must be 
resolved in the public interest. The lawyer has an 
obligation to protect the public from unauthorized 
law practice. But there are non-lawyers and non- 
lawyers. Certified public accountants are a_ special 
group. They have high qualifications and professional 
standards. Within very wide limits, lawyers are not 
protecting the public if they seek to prevent CPAs 
from engaging in tax practice. They are protecting 
themselves; and that is not a legitimate basis for 
using the weapon of unauthorized practice of law. 
Now I do think that lawyers and certified public 
accountants are different. I know something about 
the books that are used in training CPAs. I think that, 
as a Class, certified public accountants tend to do too 
much by rote, tend to take some minor cases too 


seriously (just as they have the Agran case), and are 
not as good as lawyers at knowing and understanding 
the trends and the way the tax law may develop, 
which may be very important for the client's interests. 
But certified public accountants are qualified in tax 
matters. That being established, it seems to me better 
to let the public select what it wants, and to let the 
matter work out through the ordinary channels of 
competition. I would only add that on this basis it 
would help if the American Institute would establish 
a canon which would require CPAs to seek competent 
legal advice when real legal questions are encountered, 
and then would take steps to enforce the canon. Con- 
versely, lawyers should be careful not to do the sort 
of work that CPAs are specially qualified to do. If 
something like this were done on a real and not a token 
basis, I would be in favor of letting things work out 
for themselves. Between lawyers and certified public 
accountants, I am in favor of live and let live on a 
basis of mutual accommodation and esteem. 

Like all questions worth talking about, these are 
hard problems. They have, in my view, been made 
harder than they need to be over the past few months. 
I hope that we may soon approach them more calmly 
and with more perspective, so that our quarrel may 
indeed be a pretty one and not an _ undignified 
altercation. w 





THE CPA’s 


ps RICE H. STANS, president of the American In- 
\ stitute of Accountants, made the following state- 
ment on the question of whether or not non-lawyers 
should be permitted to practice before administrative 
agencies of the federal government recently. These 
remarks were prepared for a meeting of the Federal 
Bar Association in Washington, D.C. Mr. Stans was 
one of a six-man panel, which included the following: 
Trowbridge vom Baur, chairman of the administrative 
law committee of the Federal Bar Association; Edwin 
M. Otterbourg, former chairman of the American Bar 
\ssociation’s unauthorized practice of law committee; 
Allen H. W. Higgins, chairman of the ABA’s section 
of taxation; John Turney, president of the Interstate 
Commerce Practitioners’ Association; and Jay A. 
Robinson, who-is president of the National Society of 


PRACTICE BEFORE FEDERAL 


AGENCIES 


Public Accountants. Moderator was Stanley N. Barnes, 
president of the Federal Bar Association. 


Mr. Stans’ statement 


I speak as a certified public accountant who has en- 
gaged in the general practice of public accounting 
for 24 years. 

I assume that the term “practice” as used in this dis- 
cussion means acting on behalf of others, for compensa- 
tion, as part of a regular business or profession, as a 
representative before administrative 
agencies. 


government 


In this sense, my partners and I, and my colleagues 
in the accounting profession have practiced before a 
great many administrative agencies—notably the Se- 
curities and Exchange Commission, the Treasury De- 
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partment, the Tax Court, the Defense Department, the 
Federal Trade Commission, the Federal Power Com- 
mission, General Services Administration, Federal 
Home Loan Bank Board, Rural Electrification Admin- 
istration, and no doubt many others which I do not 
recall. 

We have not particularly sought out this type of 
practice. It has come to us because our clients need to 
have competent accountants represent them in matters 
involving agreement between a government agency 
and the client on determination of financial position, 
costs and profits for various purposes, such as: 

1. Reports for the information of investors; 

2. Price redetermination in government procure- 
ment, and renegotiation and termination of defense 
contracts; 

3. Cost “justification” or price differentials; 

4. Taxation of income or “excess profits’; 

5. Regulation of rates of monopoly enterprises; 

6. Financial statements as a basis for government 
loans or credit; and 

7. Compliance with various regulations requiring 
maintenance of certain financial reserves, restriction of 
investment of funds, and similar matters involving 
financial reports and audits. 

It is hardly necessary to tell this audience how com- 
plex and involved some of these questions can become. 
There is always room for difference of opinion in allo- 
cation of revenues and costs to specific time periods, 
in allocation of overhead costs to specific products, in 
fine distinctions between capital and income credits 
or charges, in appropriate classification of various 
revenue and expense items, in amortization of bond 
discount, depreciation of fixed assets, depletion of 
wasting assets, costing of inventories, and endless 
combinations and permutations of these and other 
accounting concepts. 

Accounting is not an exact science, and financial 
position costs and profits are not determined by 
arithmetical formula or slide rule. They are deter- 
mined by accounting principles applied to financial 
transactions whose true nature can be determined only 
by audit of financial records. 

Now what is the nature of our practice in the areas 
I have indicated? 

We, as accountants for our client, sit down across 
the table from officials (who are usually accountants ) 
representing the government agency concerned and 
try to come to agreement on items involved in state- 
ments of financial position, costs and profits for the 
various purposes I have indicated. 

Now, here, I think is a point which is at the root of 
the unfortunate misunderstanding between my pro- 
fession and yours. 

But my point is this. In all our practice before 
government agencies we never represent clients in 
anything remotely resembling judicial proceedings. I 
wouldn't dream of acting for a client in a situation 





where the rules of evidence were being applied, for 
example, or where a record was made which would 
be subject to judicial review—in other words, the sort 
of proceedings where a trial examiner, or some other 
official sitting like a judge, hears advocates for both 
sides under formal rules, and renders an adjudication 
which is binding. 

We represent clients in discussions with government 
officials which are entirely informal, looking to agree- 
ment on the presentation of accounting data. These 
“proceedings,” if they deserve so fancy a name, do not 
result in any binding decision by the agency on our 
client. If we can’t agree with the agency officials, then 
the matter goes up for adjudication, either toa quasi- 
judicial forum in the agency itself, or directly to a 
court of law. In either event, our client’s lawyers take 
over and we act as expert witnesses. 

Now I simply cannot see anything improper in the 
kind of practice before federal agencies in which my 
firm engages. With all modesty, I think we render a 
useful service in this type of practice, which no one but 
a trained accountant is competent to render. Our 
clients ask us to do the work and gladly pay us to do 
it. The agencies with which we work seem satisfied. 
The lawyers with whom we are frequently in collabora- 
tion seem to have no objection to what we do. There 
is nothing unusual about my firm—its practice is typi- 
cal of public accounting in general. The only basis on 
which this practice is questioned, as far as I know, is 
the contention that it somehow impinges on the “prac- 
tice of law.” But we are practicing accounting. What 
we do in practice before administrative agencies is a 
natural extension of our regular accounting and audit- 
ing practice. We have no interest in “practicing law.” 
Our clients do not ask us to represent them before 
administrative agencies because the clients think we 
are lawyers, or have legal knowledge or skills. They 
ask us to do it because they think we can reach satis- 
factory agreements with the agency concerned on 
accounting questions involved in the determination of 
financial position, costs, or profits. 

So I say, “Yes, non-lawyers should be permitted to 
practice before administrative agencies, where their 
specialized technical knowledge, utilized in informal 
discussions, can assist in voluntary compliance with 
government requirements.” 

I will go further than that. In my opinion, our pres- 
ent economic system would break down if non-lawyers 
were arbitrarily excluded from this type of practice. 

I would like especially to say, in closing, that I have 
greatly deplored the misunderstanding between our 
two professions. I believe that discussions such as this 
can do much to clarify the confusion surrounding the 
subject of administrative practice. Certainly it is better 
to hear each other's views in this dignified way than to 
create an open quarrel before the public. Somewhere 
there can be found a solution that meets your reason- 
able objectives and ours, too. ¥ 





What the four new Supreme Court 


net-worth decisions mean to tax practitioners 


by Harry GRAHAM BALTER 


It looks as though the net-worth method of reconstructing income in fraud cases is here to stay. But, 


says the Supreme Court, great care must be used in its application to protect the rights of the taxpayer. 


This article quotes extensively from these new opinions, comments upon them, and concludes that the 


question of whether to cooperate with the investigating agent becomes much more crucial, and that 


competent advice to the taxpayer in trouble is more important than ever 


N DECEMBER 6, 1954, Mr. Justice Clark, speaking 
for what was for practical purposes the unanimous 
United States Supreme Court, announced its holdings 
in four companion cases,' which for some time to come 
will be the judicial guide for the government, as well 
as the defense, in criminal tax-evasion prosecutions 
where, in establishing the elements of the crime, resort 
is had to the well-known increase-in-net-worth-plus- 
expenditures method of proof. 
The government won all four cases. The failure of 
a single Justice to express a dissent by written opinion 
would indicate that the government prevailed by a 
wide margin, and that no substantial doubts remain. 
This, in spite of the fact that tax men in increasing 
numbers had questioned on principle, as well as on 
practical grounds, the government's use of this method 
of proof in criminal cases. That even the Department 
of Justice wanted an authoritative ruling from the 
Supreme Court to put at rest the crescendo of criticism 
is evidenced by the rumor that the Department had 
sought certiorari in the Calderon case for this very 
purpose, after the Court of Appeals for the Ninth 
Circuit had reversed a conviction for tax evasion 
where the net-worth method had been used. 
A close reading of these decisions leaves one with 
numerous specific guides, both for the prosecution and 
for the defense. Yet many problems which have 


: Holland v. U.S., 348 U.S. 121, Galderon v. U.S., 348 USS. 
160, Friedberg v. U.S,, 348 U.S. 142, and Smith v. U.S., 348 
U.S. 147. 


arisen in practice remain perplexing, and if anything, 
are more perplexing than before the fateful December 
6 judicial edicts. 


Problems presented to the Court 


The problems presented to the Supreme Court by 
these four cases may be stated as follows: 

1. Is the use of the net-worth method of proving 
unreported income justified in a criminal tax evasion 
case? 

2. May the net-worth method be used by way of 
negation where the taxpayer has books and records 
which he claims are adequate and accurate, and which 
superficially appear to be so? 

3. What degree of proof is required on the part of 
the government to establish a valid, or at least prima 
facie, opening net worth? 

4. To what extent must the taxpayer's own admis- 
sions as to his net worth, and its component parts, be 
corroborated by independent proof? and 

5. Does this method of proof unfairly shift the 
burden of proof to the taxpayer? 


Government's right to use net-worth method 


With proper safeguards the government has the 
right to resort to the use of the net-worth method of 
proving a taxpayer has unreported income. The Su- 
preme Court, in the Holland case describes how the 
net-worth method works as follows. 

“In a typical net-worth prosecution the government, 
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having concluded that the taxpayer's. records are in- 
adequate as a basis for determining income tax liabil- 
ity, attempts to establish an opening net-worth or total 
net value of the taxpayer's assets at the beginning of 
a given year. It then proves increases in the t taxpayer ’s 
net-worth for each succeeding year during the period 
under examination and calculates the difference be- 
tween the adjusted net values of the taxpayer's assets 
at the beginning and end of each of the years involved. 
The taxpayer's nondeductible expenditures, including 
living expenses, and if 
the resulting figure for any year is substantially greater 
than the taxable income reported by the taxpayer for 
that year, the government claims the excess represents 
unreported taxable income. In addition, it asks the 
jury to infer willfulness from this 
taken in with direct evidence of 
‘conduct, the likely result of which would be to mis- 
lead or conceal.’ ” 


are added to these increases, 


understatement, 


when connection 


Essence of these four new decisions 

While all four cases involve the use of net-worth 
increases, the pivotal decision on these related prob- 
lems is that of Holland vy. United States. 

In this opinion, Mr. Justice Clark (a former Attorney 
General of the United States with substantial experi- 
ence in this field) acknowledged that the use of the 
y the government in a 
tax evasion case presented problems different from 
and more difficult than those normally arising in seek- 


net-worth-increase method by 


ing to establish the elements of an offense by circum- 
He said: 
“In this consideration we assume, 


stantial evidence. 
must in 
view of its widespread use, that the government deems 


as we 
the net-worth method useful in the enforcement of 
the criminal sanctions of our income tax laws. Never- 
theless, indicates that it is so fraught 
with danger for the innocent that the courts must 
closely scrutinize its use. 


careful study 


“One basic assumption in establishing guilt by this 
is that 
source, and that when this is not true the t 


method most assets derive from a_ taxable 
taxpayer is 
in a position to explain the discrepancy. The applic: - 
tion of such an assumption raises serious legal prob- 
Unlike 


civil actions for the recovery of deficiencies, where the 
determinations of the 


lems in the administration of the criminal law. 


Commissioner have prima facie 

validity, the prosecution must always prove the crim- 
inal charge beyond a reasonable doubt. This has led 
many of our courts to be disturbed by the use of the 
net-worth method, particularly in its scope and the 
latitude which it allows prosecutors. 

» In United States v. Johnson, 319 U.S. 503, this 
Court approved of its use to support the inference 
that the taxpayer, owner of a vast and elaborately 
concealed network of gambling houses upon which he 
declared no income, had indeed received unreported 


income in a ‘substantial amount.’ It was a potent 





weapon in establishing taxable income from undis- 
closed sources when all other efforts failed. Since the 
Johnson case, however, its horizons have been widened 
until now it is used in run-of-the-mine cases regardless 
of the amount of tax deficiency involved. In each of 
the four cases decided today the allegedly unreported 
income comes from the same disclosed sources as pro- 
duced the taxpayer's reported income and in none is 
the tax deficiency anything like the deficiency in John- 
son [supra], Capone [51 F. 2d 609 (1931)] or Guzik 
[54 F. 2d 618 (1932) ]. The net-worth method, it seems, 
has evolved from the final volley to the first shot in 
the government's battle for revenue, and its use in the 
ordinary income-bracket cases greatly increases the 
chances for error. This leads us to point out the dangers 
that must be consciously kept in mind in order to 
assure adequate appraisal of the specific facts in indi- 
vidual cases.” 


Dangers in net-worth method 


Mr. Justice Clark then discusses the specific dangers 
which lurk in the unguarded use of the net-worth 
method of proof. 


I. The problem of prior accumulated assets. “Among 
the defenses often asserted is the taxpayer's claim that 
the net-worth increase shown by the government's 
statement is in reality not an increase at all because 
of the existence of substantial cash on hand at the 
starting point. This favorite defense asserts that the 
cache is made up of many years savings which for 
various reasons were hidden and not expended until 
the prosecution period. Obviously the government has 
great difficulty 
ever, 


in refuting such a contention. How- 
taxpayers too encounter many obstacles in con- 
vincing the jury of the existence of such hoards. This 
is particularly so when the emergence of the hidden 
savings also uncovers a fraud on the taxpayers’ credi- 
tors. 

“In this connection the taxpayer frequently gives 
‘leads’ to the government agents indicating the spe- 
cific sources from which his cash on hand has come, 
such as prior earnings, stock transactions, real estate 
profits, inheritances, gifts, etc. Sometime these ‘leads’ 
point back to old transactions far removed from the 
prosecution period. Were the government required to 
run down all such ‘leads’ it would face grave investi- 
gative difficulties; still its failure to do so 
jeopardize the position of the taxpayer.” 


might 


The assumption that increase in net worth repre- 


sents unreported taxable income. “As we have said, 


the method requires assumptions among which is the 
equation of unexplained increases in net worth with 
unreported taxable income. Obviously such an assump- 
tion has many weaknesses. It may be that gifts, in- 
heritances, loans and the like account for the newly 
acquired wealth. There is great danger that the jury 





s- 


may assume that once the government has established 
the figures in its net-worth computations, the crime 
of tax evasion automatically follows. The possibility 
of this increases where the jury, without guarding 
instructions, is allowed to take into the jury room the 
various charts summarizing the computations; bare 
figures have a way of acquiring an existence of their 
own, independent of the evidence which gave rise to 
them.” : 


3. The problem of shifting the burden of proof. 

“Although it may sound fair to say that the taxpayer 
can explain the ‘bulge’ in his net worth, he may be 
entirely honest and yet unable to recount his financial 
history. In addition, such a rule would tend to shift 
the burden of proof. Were the taxpayer compelled to 
come forward with evidence, he might risk lending 
support to the government's case by showing loose 
business methods or losing the jury through his ap- 
parent evasiveness. Of course, in other criminal prose- 
cutions juries may disbelieve and convict the innocent. 
But the courts must minimize this danger.” 


4, The problem of inferring willfulness from proof of 
net-worth increase. “When there are no books and 
records, willfulness may be inferred by the jury from 
that fact coupled with proof of an understatement of 
income. But when the government uses the net-worth 
method, and the books and records of the taxpayer 
appear correct on their face, an inference of willful- 
ness from net-worth increases alone might be unjusti- 
fied, especially where the circumstances surrounding 
the deficiency are as consistent with innocent mistake 
as with willful violation. On the other hand, the very 
failure of the books to disclose a proved deficiency 
might indicate deliberate falsification.” 


The problem of corroborating a taxpayer's admis- 
sions. “In many cases of this type the prosecution 
relies on the taxpayer's statements, made to revenue 
agents in the course of their investigation, to establish 
vital links in the government's proof. But when a 
revenue agent confronts the taxpayer with an apparent 
deficiency, the latter may be more concerned with a 
quick settlement than an honest search for the truth. 
Moreover, the prosecution may pick and choose from 
the taxpayer's statement, relying on the favorable 
portion and throwing aside that which does not bolster 
its position. The problem of corroboration, dealt with 
in the companion cases of Smith v. United States and 
United States v. Calderon, therefore becomes crucial.” 


The problem of allocating net worth increase to 
the proper years. “The statute defines the offense here 
involved by individual years. While the government 
may be able to prove with reasonable accuracy an 
increase in net-worth over a period of years, it often 
has great difficulty in relating that income sufficiently 
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to any specific prosecution year. While a steadily 
increasing net-worth may justify an inference of addi- 
tional earnings, unless that increase can be reasonably 
allocated to the appropriate tax year the taxpayer may 
be convicted on counts of which he is innocent.” 


Warning to inferior courts 


To the inferior federal courts who must see that the 
taxpayer receives fair treatment in this dangerous area, 
the Supreme Court is both sympathetic and cau- 
tionary: 

‘While we cannot say that these pitfalls inherent in 
the net-worth method foreclose its use, they do require 
the exercise of great care and restraint. The complexity 
of the problem is such that it cannot be met merely by 
the application of general rules. Trial courts 
should approach these cases in the full realization that 
the taxpayer may be ensnared in a system which, 
though difficult for the prosecution to utilize, is equally 
hard for the defendant to refute. Charges should be 
especially clear, including, in addition to the formal 
instructions, a summary of the nature of the net-worth 
method, the assumptions on which it rests, and the 
inferences available both for and against the accused. 
Appellate courts should review the cases bearing con- 
stantly in mind the difficulties that arise when circum- 
stantial evidence as to guilt is the chief weapon of a 
method that is itself only an approximation.” 


Net worth method used to show books are false 


Holland kept books and records which apparently 
were in good order, and he claimed to have paid the 
proper tax based on income reflected in his books. Yet: 

“The government's opening net worth computation 
shows defendants with a net-worth of $19,152.59 at the 
beginning of the indictment period. Shortly thereafter 
defendants purchased a hotel, bar and restaurant and 
began operating them as the Holland House. Within 
three years, during which they reported $31,265.92 in 
taxable income, their apparent net-worth increased by 
$113,185.32. The government's evidence indicated that 
during 1948, the year for which defendants were con- 
victed, their net-worth increased by some $32,000, 
while the amount of taxable income reported by them 
totaled less than one-third that sum.” 

Holland insisted that the net-worth method should 
be used only in a criminal evasion case where the tax- 
payer had no books and records, or where they did not 
appear to be adequate and accurate. The Court re- 
jected this contention, saying: 

“9 They claim that Section 41 of the Internal 
Revenue Code, expressly limiting the authority of the 
government to deviate from the taxpayer's method of 
accounting, confines the net-worth method to situa- 
tions where the taxpayer has no books or where his 
books are inadequate. Despite some support for this 
view among the lower courts, . we conclude that 
this argument must fail. The provision that the ‘net 
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income shall be computed . . . in accordance with 
the method of accounting regularly employed in keep- 
ing the books of such taxpayer,’ refers to methods such 
as the cash-receipts or the accrual method, which 
allocate income and expenses between years. . . . The 
net-worth technique, as used in this case, is not a 
method of accounting different from the one em- 
ployed by defendants. It is not a method of account- 
ing at all, except in so far as it calls upon taxpayers to 
account for their unexplained income. Petitioners’ ac- 
counting system was appropriate for their business 
purposes; and, admittedly, the government did not 
detect any specific false entries therein. Nevertheless, 
if we believe the government's evidence, as the jury 
did, we must conclude that the defendants’ books were 
more consistent than truthful, and that many items of 
income had disappeared before they had even reached 
the recording stage. Certainly Congress never in- 
tended to make Section 41 a set of blinders which 
prevents the government from looking beyond the 
self-serving declarations in a taxpayer's books. “The 
United States has relied for the collection of income 
tax largely upon the taxpayer's own disclosures. . . . 
This system can function successfully only if those 
within and near taxable income keep and render true 
accounts.’ Spies v. United States [317 U.S. 492,495] 

. To protect the revenue from those who do not 
‘render true accounts, the government must be free to 
use all legal evidence available to it in determining 
whether the story told by the taxpayer’s books accu- 
rately reflects his financial history.” 


Opening worth must be proved, but not absolutely 


The government must establish a definite opening 
net-worth, but the proof of this worth need not be 
absolute. It is self evident that the key to a successful 
net-worth increase case is a reliable opening net-worth, 
and the inclusion in this sum of all assets on hand at 
the opening date. But what quality of proof is re- 
quired: absolute? preponderate? reasonable? Must 
the government negate the defense of prior accumu- 
lated assets, and if so, again, by what quality of proof? 

The test laid down by the Court is that of reasonable 
certainty, both as to assets at the opening date and 
as to countering the defense of “prior accumulated 
cash”: 

. The government's net-worth statement in- 
cluded as assets at the starting point stock costing 
$29,650 and $2,153.09 in cash. The Hollands claim 
that the government failed to include in its opening 
net-worth figure an accumulation of $113,000 in cur- 
rency and ‘hundreds and possibly thousands of shares 
of stock’ which they . . . asserted had been accumu- 
lated prior to the opening date, $104,000 of it before 
1933, and the balance between 1933 and 1945. They 
had kept the money, they claimed, mostly in $100 bills. 
They had never dipped into it until 1946, when it 
became the source of the apparent increase in wealth 


which the government later found in the form of a 
home, a ranch, a hotel and other properties. This 
was the main issue presented to the jury. The govern- 
ment did not introduce any direct evidence to dispute 
this claim. Rather it relied on the inference that any- 
one who had $104,000 in cash would not have under- 
gone the hardship and privation endured by the 
Hollands all during the late 20’s and throughout the 
30’s. During this period they lost their cafe business; 
accumulated $35,000 in debts which were never paid; 
lost their household furniture because of an unpaid 
balance of $92.20; suffered a default judgment for 
$506.66; and were forced to separate for some eight 
years because it was to their ‘economical advantage.’ 
During the latter part of this period, Mrs. Holland was 
obliged to support herself and their son by working 
at a motion picture house in Denver while her husband 
was in Wyoming. The evidence further indicated that 
improvements to the hotel, and other assets acquired 
during the prosecution years, were bought in install- 
ments and with bills of small denominations as if out 
of earnings rather than from an accumulation of $100 
bills. The government also negatived the possibility 
of petitioners’ accumulating such a sum by checking 
Mr. Holland’s income tax returns as far back at 1913, 
showing that the income declared in previous years 
was insufficient to enable the defendants to save any 
appreciable amount of money. The jury resolved this 
question of the existence of a cache against the Hol- 
lands, and we believe the verdict was fully supported. 

“As to the stock, Mr. Holland began dabbling in the 
stock market in a small way in 1937 and 1938. His 
purchases appear to have been negligible and on 
borrowed money. His only reported income from 
stocks was in his tax returns for 1944 and 1945 when 
he disclosed dividends of $1,600 and $1,850 respec- 
tively. While the record is unclear on this point, it 
appears that during the period from 1942 to 1945 he 
pledged considerable stock as collateral for loans. 
There is no evidence, however, showing what portions 
of this stock Mr. Holland actually owned at any one 
time, since he was trading in shares from day to day. 
And even if we assume that he owned all the stock, 
some 4,550 shares, there is evidence that Mr. Hol- 
land’s stock transactions were usually in ‘stock selling 
for only a few dollars per share.’ In this light, the 
government's figure of approximately $30,000 is not 
out of line. In 1946 Holland reported the sale of about 
$50,000 in stock, but no receipt of dividends; nor 
were dividends reported in subsequent years. It is 
reasonable to assume that he sold all of his stock in 
1946. In fact, Holland stated to the revenue agents 
that he had not ‘fooled with the stock market’ since 
the beginning of 1946; that he had not owned any 
stocks for two or three years prior to 1949; that he had 
saved about $50,000 from 1933 to 1946, and that in 
1946 he had $9,000 in cash with the balance of his 
savings in stocks. The government's evidence, bolstered 
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by the admissions of petitioners, provided convincing 
proof that they had no stock other than the amount 
included in the opening net-worth statement. By the 
same token, the petitioners’ argument that the govern- 
ment failed to account for the proceeds of stock sold 
by them before the starting date must also fail. The 
government's evidence fully justified the jury’s con- 
clusion that there were no proceeds over and above the 
amount credited to petitioners.” : 


Must government investigate all leads? 


Is there an obligation on the part of the investigating 
agents to track down reasonable leads offered by the 
taxpayer in support of his “prior accumulated cash” 
position? 

“Yes,” said the Supreme Court in the Holland case, 
and again, only to a reasonable extent: 

“So overwhelming, indeed, was the government's 
proof on the issue of cash on hand that the govern- 
ment agents did not bother to check petitioners’ story 
that some of the cash represented proceeds from the 
sales of two cafes in the 20's; and that in 1933 an 
additional portion of this $113,000 in currency was 
obtained by exchanging some $12,000 in gold at a 
named bank. While sound administration of the crimi- 
nal law requires that the net-worth approach—a power- 
ful method of proving otherwise undectectable of- 
fenses—should not be denied the government, its fail- 
ure to investigate leads furnished by the taxpayer 
might result in serious injustice. It is, of course, not 
for us to prescribe investigative procedures, but it 
is within the province of the courts to pass upon the 
sufficiency of the evidence to convict. While the gov- 
ernment rests its cases solely on the approximations 
and circumstantial inferences of a net-worth compu- 
tation, the cogency of its proof depends upon its 
effective negation of reasonable explanations by the 
taxpayer inconsistent with guilt. Such refutation might 
fail when the government does not track down relevant 
leads furnished by the taxpayer—leads reasonably sus- 
ceptible of being checked, which, if true, would es- 
tablish the taxpayer's innocence. When the govern- 
ment fails to show an investigation into the validity 
of such leads, the trial judge may consider them as 
true and the government's case insufficient to go to 
the jury. This should aid in forestalling unjust prose- 
cutions, and have the practical advantage of eliminat- 
ing the dilemma, especially serious in this type of case, 
of the accused’s being forced by the risk of an ad- 
verse verdict to come forward to substantiate leads 
which he had previously furnished the Government. 
It is a procedure entirely consistent with the position 
long espoused by the government, that its duty is not 
to convict but to see that justice is done. 

“In this case the government's detailed investiga- 
tion was a complete answer to the petitioners’ ex- 
planations. Admitting that in cases of this kind it 
‘would be desirable to track to its conclusion every 
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conceivable line of inquiry,’ the government centered 
its’ inquiry on the explanations of the Hollands and 
entered upon a detailed investigation of their lives 
covering several states and over a score of years. The 
jury could have believed that Mr. Holland had re- 
ceived moneys from the sale of cafes in the twenties 
and that he had turned in gold in 1933 and still it 
could reasonably have concluded that the Hollands 
lacked the claimed cache of currency in 1946, the 
crucial year. Even if these leads were assumed to be 
true, the government’s evidence was sufficient to con- 
vict. The distant incidents relied on by petitioners were 
so remote in time and in their connection with sub- 
sequent events proved by the government that, what- 
ever petitioners’ worth in 1933, it appears by con- 
victing evidence that on January 1, 1946, they had 
only such assets as the Government credited to them 
in its opening net-worth statement.” 


Government need not negate all possible sources 


While the government must establish that net- 
worth increases are attributable to taxable income, in 
the absence of reasonable leads offered by the tax- 
payer, the government need not negate all possible 
sources of non-taxable income. 

The Court recognizes that an increase in net-worth 
case cannot stand without proof that the increase is 
attributable to taxable income. This is elementary. 
However, must the government negate the possibility 
that the increase represents in toto, or in part, non- 
taxable income? 

“No,” says the court in the Holland case: “But 
petitioners claim the government failed to adduce 
adequate proof because it did not negative all the pos- 
sible non-taxable sources of the alleged net-worth 
increases—gifts, loans, inheritances, etc. We cannot 
agree. The government’s proof, in our view, carried 
with it the negations the petitioners urge. Increases in 
net-worth, standing alone, cannot be assumed to be 
attributable to currently taxable income. But proof 
of a likely source, from which the jury could reason- 
ably find that the net-worth increases sprang, 
sufficient. In the Johnson case, where there was no 
direct evidence of the source of the taxpayer’s income, 
this Court’s conclusion that the taxpayer ‘had large, 
unreported income . . . was reinforced by proof . 
that [for certain years his] private expenditures pas 
exceeded his available declared resources.’ This was 
sufficient to support ‘the finding that he had some un- 
reported income which was properly attributable to 
his earnings . . . . United States v. Johnson, supra, at 
517. There the taxpayer was the owner of an undis- 
closed business capable of producing taxable income; 
here the disclosed business of the petitioners was ° 
proven to be capable of producing much more income 
than was reported and in a quantity sufficient to ac- 
count for the net-worth increases. Any other rule 
would burden the government with investigating the 
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many possible non-taxable sources of income, each of 
which is as unlikely as it is difficult to disprove. This 
is not to say that the government may disregard ex- 
planations of the defendant reasonably susceptible of 
being checked. But where relevant leads are not 
fo.thcoming, the government is not required to negate 
every possible source of non-taxable income, a matter 
peculiarly within the knowledge of the defendant.” 


Taxpayer's admissions may be used by government 

The taxpayer's oral or written admissions, whether 
by way of his own net-worth statement, or otherwise, 
may be used by the government to bolster its opening 
net-worth. 

Government agents usually attempt to obtain from 
the taxpayer or his representative a statement as to 
opening net-worth, including absence of prior accumu- 
lated cash. The unwary hasten to supply this state- 
ment, often in the form of a net-worth calculation. 
Where prosecution for tax evasion follows, the tax- 
payer's statement—oral or written—turns into a weapon 
against him. Absent fraud or deceit on the part of the 
agents who obtained the statement from the tax- 
payer or his representative, it is admissible in evidence 
as would be any other admission “against interest” by 
the accused. So held the Court in the Smith case. 


Corroboration of taxpayer's admissions 

While the taxpayer's oral or written admissions as 
to opening net-worth or as to any other relevant issue 
must be corroborated by independent proof, such 
corroboration either may be limited to establishing 
every relevant issue raised in the admission itself, 
or may reach to relevant proof of other elements of 
the offense charged, or both. 

In a tax evasion case, holds the Court in the Smith 
case, the corroboration required before admissions 
may be used must be such as to indicate that the 
particular defendant—not just someone as would be 
true in criminal cases generally—committed the offense 
of tax evasion. 

Since the admission by the taxpayer of assets on 
hand at the opening-net-worth date is the cornerstone 
of the government's net-worth case, it is only fair 
that corroboration be re quired of such an admission by 
the taxpayer. 

But while the corroboration must be proof independ- 
ent of the admission itself, this independent proof may 
be along two lines of approach, cumulatively or in the 
alternative: 

1. Independent proof of the correctness of the ad- 
mission, limited, however, to the scope of the admis- 
sion; for example, the opening assets in a net-worth 
analysis where the admission constitutes the net-worth 
computation. 

Independent proof that the crime of tax evasion 
was committed by the taxpayer. 

[f relevant independent evidence on either basis is 


p-oduced by the government, there is sufficient corrob- 
oration to justify submission of the admission to the 
jury, together with the independent proof. 


Practical assistance from Mr. Justice Clark 


With this rule in mind we may glean some practical 
assistance by following Mr. Justice Clark’s treatment 
of this issue in the Smith case: 

“There has been considerable debate concerning the 
quantum of corroboration necessary to substantiate 
the existence of the crime charged. It is agreed that 
the corroborative evidence does not have to prove the 
offense beyond a reasonable doubt, or even by a pre- 
ponderance, as long as there is substantial independent 
evidence that the offense has been committed, and the 
evidence as a whole proves beyond a reasonable doubt 
that defendant is guilty. In addition to different 
views on the substantiality of specific independent 
evidence, the debate has centered largely about two 
questions: (1) whether corroboration is necessary for 
all elements of the offense established by admissions 
alone ... and (2) whether it is sufficient if the corrob- 
oration merely fortifies the truth of the confession, 
without independently establishing the crime charged. 

. We answer both in the affirmative. All elements of 
the offense must be established by independent evi- 
dence or corroborated admissions, but one available 
mode of corroboration is for the independent evidence 
to bolster the confession itself and thereby prove the 
offense ‘through’ the statements of the accused. 

“Under the above standard the government 1 may 
provide the necessary corroboration by introducing 
substantial evidence, apart from _petitioner’s admis- 
sions, tending to show that petitioner willfully under- 
stated his taxable income. This may be accomplished 
by substantiating the opening net-worth directly, 
since that figure, taken together with the remainder 
of the net-worth computation, amply establishes a 
consistent understatement by petitioner of his taxable 
income; and from this the jury could infer willfulness. 
Two significant items of evidence tend to show that 
petitioner owned no assets at the starting point in 
excess of those attributed to him in the government's 
statement. First, a government official testified that 
petitioner had filed no income tax returns in the years 
1936 through 1939, non-taxable returns for 1940 and 
1942, a non-assessable return for 1943, a refundable 
return for 1944, and a taxable return for 1941. Sec- 
ond, the testimony of a government agent, touching 
upon the economic activities of the petitioner in the 
years immediately preceding the prosecution period, 
disclosed that prior to 1941 petitioner had been em- 
ployed as a manager of a racing news service; that 
from 1941 to 1945 he worked in a package store for 
$40 a week; and that for a short time during this 
latter period his wife worked as a hairdresser. The 
agent’s testimony, however, was based solely on the 
extrajudicial statements of the petitioner, and under 
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the standard we have adopted these admissions must 
be corroborated by substantial independent evidence. 
The tax returns adequately corroborate petitioner’s 
statements as to his financial history, and we hold that 
the two together corroborate the opening net-worth. 
The jury could find from this evidence that petitioner's 
resources prior to the prosecution years were such 
that he could not have amassed a greater store of 
wealth than the amount credited to him in the govern- 
ment’s net-worth statement. This proof is buttressed 
somewhat by independent evidence that petitioner 
had bought a modest home in 1943 for $9,600, paying 
less than one-third in cash and the balance in install- 
ments, and by the fact that petitioner’s wife . . . was 
a housewife through almost all of the preprosecution 
years with no significant independent sources of 
income. 


Other methods of corroboration possible. “But sub- 
stantiating the opening net-worth is just one method 
of corroborating these extrajudicial statements. Pe- 
titioner's admissions may also be corroborated by an 
entirely different line of proof—by independent evi- 
dence concerning petitioner's conduct during the 
prosecution period, which tends to establish the crime 
of tax evasion without resort to the net-worth compu- 
tations. The government's evidence showed that co- 
incident with petitioner's opening of the racing news 
service, in which he kept no records, petitioner and 
his wife opened 9 new bank accounts, making their 
over-all total 14 accounts in 12 banks; that the money 
in these accounts, which amounted to only $8,000 at 
the beginning of the prosecution period, varied be- 
tween $42,000 and $80,000 during the prosecution 
years; that brokerage accounts, opened by petitioner 
and his wife in 1947 and 1948 respectively, were 
worth $9,000 in 1947 and over $41,000 in 1948 and 
1949; that petitioner and his wife made new invest- 
ments in realty during the prosecution period, about 
$2,000 in 1946, over $14,000 in 1948, and $35,000 in 
1949; that other substantial expenditures were made 
during the prosecution years, $3,750 in U.S. Savings 
Bonds in 1946, a total investment of $4,768 in new cars 
in 1947 and 1948, and a $37,000 annuity payment 
and $3,750 mink coat in 1949. During these same years 
petitioner's declared income exceeded his living ex- 
penses by less than $3,000. These substantial ex- 
penditures, savings and investments might not, of 
themselves, suffice to support a conviction of tax 
evasion without evidence of a starting point indicating 
a lack of funds from which these payments might have 
come. But this conduct does corroborate the net-worth 
statement by tending to show that the petitioner was 
understating his income during the prosecution years. 
We cannot say that there is so little relation between 
expenditures and income that the government's proof 
of expenditures far in excess of reported income, 
coupled with proof of a business producing unre- 
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corded amount of income, fails to corroborate the 
charge that petitioner's earnings during the prosecu- 
tion years exceeded his declared income. 

“We hold that under either of these two lines of 
proof sufficient corroboration was shown to permit the 
case to go to jury. The circumstances leading up to 
petitioner's statement, and the failure of the facts 
shown therein to mesh with the other evidence ad- 
duced by the government, imposed on the trial judge 
and the reviewing courts a duty of careful scrutiny. 
Nevertheless, the independent evidence was strong 
enough, we believe, to overcome these indicia of 
unreliability. . - 


Amount of corroboration needed for opening cash 


In the last of the net-worth cases, Calderon vy. United 
States, the sole issue was the quantum or amount 
of corroboration necessary for the government to be 
able to use the taxpayer's admission as to the “cash on 
hand” and “cash in bank” at the opening of the net- 
worth computation which the government agents and 
the taxpayer's signed statement fixed at $500. In all 
other respects, there was no serious dispute as to the 
computations by the government. 

Mr. Justice Clark applied the same tests to find 
corroboration for the admission as he did in the Smith 
case: 


First test. Was there corroboration by independent 
proof of the specific item of “cash on hand” in the 
admission itself? 

“No,” said Mr. Justice Clark: 

“Unlike Smith, there is not sufficient evidence here 
of the taxpayer's financial history to substantiate 
directly the opening net-worth. Proof that the tax- 
payer was impoverished by the depression, that he was 
working for his meals and $8 a week in 1935, is too 
remote absent proof of the taxpayer's financial circum- 
stances in the intervening years. The respondent en- 
tered the coin-machine business in a modest way in 
1935; he discontinued his low-paying job in 1939; and 
except for a short period during the war he devoted 
his entire efforts to his coin-machine business until 
1945, when he began to operate a cafe as well. The 
only evidence of defendant's fortunes between 1935 
and 1946, the first prosecution year, consists of his 
tax returns for 1944 and 1945 and some meager evi- 
dence with regard to his tax returns for 1941, 1942 and 
1943. The latter apparently was obtained from the 
respondent, and, standing uncorroborated, cannot 
serve to corroborate respondent's other admissions. 
The 1944 and 1945 returns show net taxable income of 
$4,162 and $7,328 respectively, with gross receipts 
from the coin machines of $9,266 and $10,302. This 
sketchy background can hardly give rise to an in- 
ference that defendant had no more cash at the start- 
ing date than the government gave him credit for.” 


Second test. Then, failing this, was there sufficient 
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independent proof of the commission of the crime of 
tax evasion by the accused—not limited to proving 
the opening net worth? 

“Yes,” said Mr. Justice Clark: 

“Accordingly, we must search for independent evi- 
dence which will tend to establish the crime directly, 
without resort to the net-worth method. There are 
several evidentiary strands which merit inspection, the 
first of which is very similar to one employed in Smith. 
We held there that an inference of tax evasion could 
be based on the fact that the taxpayer's visible assets 
greatly increased at a time when he was receiving un- 
recorded amounts of taxable income. In Smith v. 
United States the taxpayer kept no records. Here the 
records were shown to be incomplete. Receipts from 
the coin machines were tabulated from a number of 
receipt books covering various locations. The receipt 
books were not numbered; the taxpayer was unsure of 
how many machines he had in operation; and there 
was considerable concern about receipt books being 
lost or misplaced. The loss of one receipt books would 
make a difference of from $1,000 to $1,500 in income. 
Eventually, on the advice of his accountant, respond- 
ent began to number the books. But even after this 
safeguard was employed, unnumbered books con- 
tinued to appear—and then disappear; two were lost, 
and subsequently recovered, in a period of three or 
four months. A system of recording receipts which 
rests on so unfirm a foundation hardly places the 
respondent in a very different class—for this purpose— 
than the taxpayer who keeps no books at all. Both are 
receiving unrecorded amounts of income. 

“The increase in respondent’s visible assets is con- 
siderably less than the increase presented in the Smith 
case. There the increment over a four-year period 
amounted to more than $196,000; the taxpayer's de- 
clared income was less than $17,000; and his average 
personal living expenses were $3,500 a year. In this 
case, also over a four-year span, the figures are: in- 
crease in visible assets (excluding the cash item), 
$47,594; declared income, $16,775; living expenses, 
$3,000 yearly 
ible expe nditures ) 


(plus some $1,900 in other nondeduct- 
. The increase, though less than in 
Smith, is far from insubstantial. While reporting in- 
come only $4,775 in excess of his living expenses, the 
taxpayer increased his bank balances by over $16,000; 
added $1,000 to his holding of United States Savings 
Bonds; increased his investments in land and buildings 
by over $9,000; and poured some $22,000 net addi- 
tional capital into his business. These increments, 
when considered in the light of respondent's receipt 
of unrecorded amounts of taxable income, are suff- 
ciently at variance with his reported income to support 
an inference of tax evasion. The inference is buttressed 
in this case by the peculiar relation between the 
reported gains from respondent's coin-machine busi- 
ness and his investments in new equipment. In three 
of the four prosecution years the respondent reported 


a net loss on his coin-machine operation, and in the 
fourth a net gain of only $1,330. During the same 
period he made gross investments in new equipment 
totaling $37,555. The jury could readily find defend- 
ant’s investment policy inconsistent with his claimed 
losses. . . We hold that the financial history of re- 
spondent and his business during the prosecution 
years provides sufficient independent evidence of the 
crime of tax evasion to corroborate his statements 
concerning cash on hand. 

“Even more conclusive corroboration, however, is 
respondent's testimony at the trial that he had $16,000 
or $17,000 cash on hand at the starting point. This 
conflicted with the statements being corroborated 
($500) and respondent’s testimony at a prior trial 
($2,000 to $9,000), but for the purpose of independ- 
ently establishing the crime charged the jury could 
accept this testimony. Respondent further testified 
that he had $3,000 or $4,000 in cash at the end of the 
prosecution period. Taken together with the remain- 
der of the net-worth statement, which was stipulated 
or independently established, this testimony estab- 
lishes a deficiency in reported income of more than 
$30,000. There could hardly be more conclusive inde- 
pendent evidence of the crime. 

“But one problem remains. The $17,000 hoard of 
cash could have absorbed the computed income de- 
ficiency for one or more of the prosecution years, and 
respondent was convicted on all four counts. It might 
be argued the independent evidence showing a $30,000 
deficiency is not enough—that there must be evidence 
that this sum resulted in a deficiency for each of the 
years here in issue. There is not merit in this conten- 
tion. In the first place, this evidence is merely corrobo- 
rating respondent's cash-on-hand admissions and need 
not comply with the niceties of the annual accounting 
concept. While the evidence as a whole must show 
a deficiency for each of the prosecution years, the 
corroborative evidence suffices if it shows a substan- 
tial deficiency for the over-all prosecution period. 
Independent evidence that respondent understated his 
income by $30,000 in the same four-year period for 
which respondent's extra-judicial admissions tended to 
show a $46,000 deficiency is adequate corroboration. 
It provides substantial evidence that the crime or 
crimes of tax evasion have been committed; the cor- 
roboration rule requires no more. Second, there is 
evidence in this case which tends to negate the pos- 
sibility that the alleged $17,000 hoard could have 
absorbed the deficiency for any of the prosecution 
years. This money supposedly went toward the pur- 
chase of equipment in 1946 and early 1947. Almost 
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$16,000 in equipment: was purchased in 1946; this 
accounts for nearly all of the cash hoard and still leaves 
a deficiency in 1946 of over $5,000 in unreported in- 
come. The funds which remain are insufficient to 
the income deficiencies of any subsequent 
prosecution years. 

“As said, the circumstances surrounding re- 
spondent’s admissions create considerable doubt as 
to their reliability. We have therefore examined the 
independent evidence with great care to insure that 
the accused will not be convicted on the basis of a 
false admission alone. Although the evidence was 
insufficient to corroborate the opening net-worth di- 
rectly, we find the independent proof of tax evasion 
entirely adequate. .. .” 


absorb 


we 


The burden-of-proof question 


Since the burden of proving the defendant's guilt 
beyond a reasonable doubt always remains with the 
government in a net-worth case, the peculiar mechanics 
of this type of proof present no procedural barrier. 

Those who had viewed with alarm the growing use 
by the government in criminal tax cases of the lethal 
of usually based their 
criticism on the belief that, in spite of proper instruc- 
once the government puts on its 
proof of net-worth increase, the burden of proof, o1 
at least the burden of going forward with counter- 
proof, shifted to the taxpayer; that this meant that 
either 
butted the government's proof, or he was certainly in 


weapon net-worth increase 


tions to the jury, 


the defendant took the stand or otherwise re- 


jeopardy of being convicted. 
to find that the Su- 
preme Court makes short shrift of this contention, 
almost in a peremptory manner. In all four cases only 
the following few sentences in the Holland decision 
deal with the burden of proof problem: 

“Nor does this rule shift the burden of proof. The 
government must still prove every element of the 


It is disappointing, therefore, 


offense beyond a reasonable doubt though not to a 
The settled standards of the 
criminal law are applicable to net-worth cases just 
as to prosecutions for other crimes. Once the govern- 
the defendant remains 
. The practical disadvantages to 
the taxpayer are ™ sssened by the pressures on the 


mathematical ce rtainty. 


ment has established its case, 
quiet at his peril. . 


government to check and negate relevant leads.” 

Absent a dissent on this issue, the legal profession 
must assume that this question is free of doubt, at 
least juridically. 


Conclusion 


What do these decisions teach us—those who must 
continue to work with the net-worth cases? The fol- 
lowing observations may be hazarded: 

1. It is not enough for the government to have col- 
lected proof that an understatement of income has 
taken place, even though the understatement be sub- 
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stantial. No case should be forwarded for prosecu- 
tion unless there is clear and independent proof of 
willfulness—deceit, misrepresentation, concealment— 
at least to the extent that would be required to sustain 
the imposition of a fraud penalty in a civil case. 

Too often the Intelligence Division has been quick 
to recommend prosecution in the absence of convinc- 
ing proof of fraudulent conduct on the part of the 
taxpayer, relying on the inference of willfulness from 
the size and nature of the deficie sncy. A stop ought 
to be put to this practice by lheostios from the na- 
tional office of the Internal Revenue Service. 

2. The entire perplexing problem of whether or not 
to cooperate with the investigating agents at that level 
must be re-evaluated. Time and again misguided tax 
advisers have handed the agents lethal weapons in the 
form of net-worth statements or fragments of damag- 
ing information without which the agents could not 
make a criminal case which would hold up, in the 
honest but often baseless belief that by doing so the 
danger of prosecution would disappear. The same 
holds for filing amended returns, paying up deficien- 
cies with penalties, etc. 

The four Supreme Court decisions dramatize effec- 
tively enough the use to which such material will be 
put; and the weakness of the reed upon which tax 
advisers have been too prone to lean. 

3. To what extent should tax men take to heart Mr. 
Justice Clark's suggestion, several times repeated when 
he faced what appeared to be the giving to the govern- 
ment of an unfair procedural advantage in the trial of 
a net-worth case, to the effect that the government 
agents have an obligation to follow through “leads” 
furnished them by the taxpayer which may destroy 
or weaken their projected net-worth structure? 

If such “leads” are supplied by the taxpayer to the 
agents they may indeed lead the agents to the infor- 
mation the »y need to complete their net-worth case. 

Furthermore, how can leads be supplied without 
opening the door to further and perhaps complete 
cooperation with all of the known dangers of this 
course of action? If such leads are not supplied at 
the Intelligence Division level, will the taxpayer be 
placed in a weakened position at his trial? Will he be 
denied the opportunity to urge the relevancy and the 
probative value of what these leads would have dis- 
clened. not havi ing given the agents a prior opportunity 
to check them? If would truly seem that the taxpayer 
is damned if he does, and damned if he doesn’t. 

4. More than ever it must now be clear that the 
representation of a taxpayer where fraud—civil or 
criminal—may be in issue, cannot safely be placed in 
the hands of the inexperienced. 

Each step taken or not taken may ultimately prove 
to be crucial, for or against the taxpayer. And finally 
the element of the timing of each move on behalf of 
the taxpayer assumes a place of perhaps top priority in 
the strategy adopted. 
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Tax procedures which are now in effect 
as a result of 1954 and previous Codes 


TP HE INTERNAL REVENUE CODE OF 1954 

has added many new procedural 
provisions which must be integrated 
with prior rules to get a complete and 
current picture of what taxpayers and 
their advisers must do today. Edwin P. 
Friedberg, tax attorney, CPA, of Ra- 
leigh, North Carolina, has integrated the 
old and the new in the following out- 
line. We consider this a good guide, 
having the special virtue of putting 
everything now in effect together in one 
place. 

(Items marked with an asterisk (°) 
are based on new provisions in the 
1954 Code, items not so marked are 
based on provisions in previous Code.) 


Who is required to file a return 
(Sec. 6012) 


INDIVIDUALS.—1. individual 
who has not attained the age of 65 be- 
fore the close of his taxable year, and 
who has for the taxable gross 
income of $600 or more. 


Every 


year 


who has at- 
tained the age of 65 before the close of 


* 2. Every individual 
his taxable year, and who has for his 
taxable year gross income of at least 
$1,200 or more. 

CorproraTions.—l. Every  corpora- 
tion, not specially exempt from tax, re- 
gardless of the amount of its gross 
income. 


Estates & Trusts.—* 1. Every estate 
having gross income for the taxable 
year of $600 or more. 

*9. Every trust having taxable in- 
come, or having gross income of $600 
or more, regardless of the amount of 
taxable income. 

* 3. Every estate or trust of which 
any beneficiary is a nonresident alien, 


unless the Regulations issued by the 
Commissioner provide otherwise. 


Signing of returns (Sec. 8062) 

° 1. Corporate income tax returns 
may be signed by any officer of the 
corporation. Prior law required two 
signatures, one of which had to be the 
treasurer, assistant-treasurer, or chief 
accounting officer. 


Time for filing income tax returns 
(Sec. 6072) 


o 


1. All calendar year income tax re- 
turns, except corporate returns, shall be 
filed on or before April 15, following 
the close of the taxable year. 

° 2. All fiscal year income tax re- 
turns, except corporation returns, shall 
be filed on or before the 15th day of 
the fourth month following the close 
of the fiscal year. 

3. All calendar year corporate income 
tax returns shall be filed on or before 
March 15, following the close of the 
taxable year. All fiscal year corporate 
returns shall be filed on or before the 
15th day of the third month following 
the close of the fiscal year. 


Time for filing estate and gift tax 
returns (Sec. 6075) 

1. Estate tax returns shall be filed 
within 15 months after the date of the 
decedent’s death. 

* 2. Gift tax returns shall be filed on 
or before the 15th day of April follow- 
ing the close of the calendar year. 


Rounding taxes to the nearest dollar 


* 1. The taxpayer, under Regulations 
to be issued by the Commissioner, may 
elect to fill in returns with whole dollar 
amounts, instead of showing cents. The 
Commissioner may require elimination 
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of cents, or rounding to the nearest 
dollar. This procedure is applicable 
only to the total amounts required to be 
shown on any line on a return. You 
may not drop cents, or round to the 
nearest dollar on any schedule or com- 
putation. The election under this section 
is the taxpayers. The taxpayer may still 
prepare his entire return showing exact 
cents (Sec. 6102). 

*2. The may also 
round to the nearest dollar any assess- 
ment of a deficiency, or any amount 
allowed as a credit or a refund (Sec. 
7504). 


Commissioner 


Commissioner will compute tax if 
Form 1040A is filed (Sec. 6014) 

1. An employee whose gross income 
from wages is under $5,000, and whose 
gross income other than wages does 
not exceed $100, may elect to file a 
Form 1040A. If a 1040A is filed the 
Commissioner will compute the tax for 
the taxpayer and mail him a bill for the 
correct amount of tax. 

° 2. If the Commissioner computes 
the tax the taxpayer will not be allowed 
the credits against the tax for dividend 
or retirement income. Nor will the tax- 
payer be afforded the benefit of com- 
puting his tax as a head of a: household, 
or as a surviving spouse. 

3. The law further provides that the 
Commissioner, by Regulations, may 
permit the filing of a 1040A, if the tax- 
payer's gross income does not exceed 
$5,000, and no more than $200 in in- 
come other than wages. 


Joint returns after filing a separate 
return (Sec. 6013) 

1. The 1939 Code provided certain 
limitations as to when a joint return 
could be filed after separate returns had 
already been filed. All of these limita- 
tions are carried over to the new Code 
with one exception. 

2. The old law provided that a joint 
return could not be filed after separate 
returns were filed unless all the tax 
shown on the separate returns plus any 
deficiencies assessed on the 
returns had been paid in full. 

* The new law wipes out this re- 
quirement and allows the subsequent 
filing of a joint return if the total tax 
shown on the joint return is paid at or 
before the time the joint return is filed. 

* 3. There is one other additional 
provision of the new law concerning 
joint returns. This provision takes care 
of the situation where one spouse died 


separate 
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before the enactment of the 1954 Code. 
The 1954 Code provides that the law 
applicable to the surviving spouse’s tax- 
able year shall control the determina- 
tion of the taxable of both 


Spouses. 


income 


Declaration of estimated tax (Sec. 6015) 

Wuo Must Fite A DECLARATION— 
[he provisions of the new law concern- 
ing declaration of estimated tax are ap- 
plicable only to taxable years beginning 
after December 31, 1954. 


Wuo Witt Have In- 
OTHER THAN WAGEs, IN EXCEss 
or $100—The first determination to be 
made is whether or not the individual 
will have income, other than wages, in 
$100. If an individual will 
have income, other than wages, in ex- 
cess of $100 he must file a declaration 
if his gross income can reasonably be 
expected to exceed $400 plus $600 for 
each exemption. 


° 1. THOSE 


COME, 


excess of 


2. THoseE Wuo Witt Not Have 
OTHER THAN WAGES, IN Ex- 
$100—lf an individual will not 
have income, other than wages, in ex- 


INCOME, 


CESS OF 


cess of $100, whether or not a declara- 
tion will be required depends upon the 
tax status of the individual and the 
amount of gross income he can reason- 
ably be expected to earn from wages. 
Here are the rules: 

° a. Single individuals, who do not 
qualify either as a head of a household, 
or aS a surviving spouse, and married 
individuals who are not permitted to 
file a joint return, whose gross income 
can reasonably be expected to exceed 
$5,000, must file a declaration. 

* b. Heads of households, or surviv- 
ing spouses, whose gross income can 
exceed 


reasonably be expected to 


$10,000 must file a declaration. 

°c. Married individuals, whose ag- 
gregate gross income can reasonably be 
expected to exceed $10,000 must file 
a declaration. However, if a husband 
has gross income of $8,000, and a wife 
has gross income of over $2,000, only 
the wife need file a declaration of esti- 
mated tax. 


What are the filing and payment dates 
for declarations of estimated tax 

(Sec. 6073) 

TAXPAYERS—® 1. 
File declaration and pay quarterly in- 
stallments on April 15, June 15, Septem- 
ber 15, and Jan. 15. 


CALENDAR YEAR 


2. Farmers, as under the 1939 Code, 
may file a declaration any time before 
January 15 of the succeeding taxable 
year. 


FiscAaL YEAR ‘TaxpayERS—File 
declarations within the same corre- 
sponding time limitations as is required 
of calendar year taxpayers. 


their 


AMENDED DECLARATION—An amended 
declaration can be filed at any interval 
between installment dates, but only one 
amendment may be filed for each in- 
terval. 


Return as an amended declaration 


(Sec. 6015(f)) 


* 1. In case of an individual (other 
than a farmer) if the final return is 
filed by January 31 (old law was 
January 15) the return will be con- 
sidered either as an amended declara- 
tion filed on January 15, or the return 
may take the place of a declaration that 
should have been filed on January 15. 
The filing date for farmers under the 
new law, in respect to these provisions, 
is February 15 (under the old law the 
filing date was January 31). 


New provisions concerning penalties in 
connection with declarations of 
estimated tax (Sec. 6654) 

Under the old law penalties were 
prescribed under Sec. 294(d) for: 

a. Failure to file a declaration. 

b. To pay an installment due. 

c. For substantially underestimating 

the final tax liability. 
Any two of the above penalties could 
be asserted. These penalties, when ap- 
plicable, amounted to a 16% penalty 
as an addition to the tax. 

* Under the 1954 Code, all these 
penalties have been consolidated into 
one flat 6% per annum penalty for un- 
derpayments. The penalty for under- 
payment is 6% of the amount of under- 
payment. Underpayments are computed 
separately for each quarter. Under the 
new Code, there is no penalty either 
civil or criminal for failure to file a 
declaration. 


How is the penalty computed— 
general rule 
DETERMINE First iF THERE Is AN 
UNDERPAYMENT 
1. First determine the correct tax due 
for the taxable year. 
2. Second, multiply the correct tax 
due by 70%. 
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3. Third, split 70% of the correct tax 
due into 4 equal installments. 
This is the amount that should 
have been paid on each install- 
ment date, if the penalty is to be 
avoided. 

4. Fourth, subtract from the install- 
ments, determined in 3 above, the 
actual installment payment made. 

5. The difference is the underpay- 
ment. 

Example: A, a single individual (not a 
farmer), filed his tax return for the 
calendar year 1955 on April 15, 1956, 
and showed a final tax liability of 
$80,000. A filed a timely declaration 
and paid a total of $40,000 in four equal 
installments of $10,000 each. A had 
no wages or withholding. The under- 
statement, if any, is computed as fol- 
lows: 


1. Final correct tax liability $80,000 
2. 70% of final tax liability 56,000 
3. 1/4, of $56,000 due on each 
installment date 14,000 
4. Amount paid on each in- 
stallment date 10,000 
Underpayment each quar- 


ter $ 4,000 


DETERMINING THE AMOUNT OF PENALTY 
ON THE UNDERPAYMENT 

Six per cent interest is charged for 
the period of underpayment for each 
installment. The period of underpay- 
ment begins from the date the install- 
ment was due until the due date of the 
return (which in this case was April 15, 
1956). 


Ist quarter, $4,000 underpay- 
ment at 6% for 365 days 

(4/16/55) 

(4/15/56) 

2nd quarter, $4,000 under- 

payment at 6% for 304 

days (6/16/55) 

(4/15/56) 

3rd quarter, $4,000 underpay- 
ment at 6% for 212 days 


(9/16/55) 


$240.00 


199.90 


(4/15/56) 139.40 
4th quarter, $4,000 underpay- 
ment at 6% for 90 days 
(1/16/56) 
(4/15/56) 59.18 
Total penalty $638.48 


It should be noted that under the 
new law the penalty is computed sepa- 
rately for each quarter. It is not suf- 
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ficient that the taxpayer's total install- 
ment payment equals or exceeds 70% 
of his final tax. Also an amended 
declaration and the payment of addi- 
tional estimated tax will not cure a 
penalty already incurred on a prior in- 
stallment date, but will only shorten 
the period of underpayment. 


Exemptions which will relieve the 
taxpayer from the penalty under the 
general rule 

While the general rule is rather 
harsh there are four exceptions which 
will relieve the taxpayer from the 
penalty. 


lst Exception—If the individual's total 
declaration payments by any installment 
date were at least equal to a pro rata 
portion of the total amount of the tax 
shown on the previous year’s return. 


2np Exception—If the individual's total 
declaration payments by any _ install- 
ment date were at least equal to a pro 
rata portion of the total amount of a 
tax based on the amount of the previous 
years income, computed with current 
rates and exemptions. (This exception 
would be more beneficial than the first 
exemption only if the rates were de- 
creased or the exemptions increased 
from the prior year. ) 


3rp ExceptTion—If the individual's total 
declaration payments by any installment 
date were at least equal to a pro rata 
portion of: 70% (66?/,% for farmers) 
of the tax for the current year computed 
by annualizing the actual income re- 
ceived for the months in the installment 
period. 

The annualizing is done by multiply- 
ing the actual taxable income received 
within the installment months by 12 
and dividing the result by the number 
of months in the installment period. 
From the annualized taxable income so 
computed there is deducted the full 
deduction for personal exemptions as 
of the date prescribed for the payment 
of the installment. 


47TH ExceptTion—If the individual’s total 
declaration payments by any _ install- 


ment date were at least equal to a pro 
rata portion of: 90% of the tax for the 
current year, computed at current rates 
on the actual income received within 
the installment period. (No annualiza- 
tion is required. The tax is computed 
as though the period were a full taxable 
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year. This computation is similar to the 
computation set forth in exception 3 
above, except no annualization is re- 
quired, and a 90% instead of 70% 
figure is used. ) 

In all the computations withholding 
tax is treated as a payment of estimated 
tax. One-fourth of the entire amount 
withheld for the year is added to each 
installment period, unless the taxpayer 
can show the actual amount withheld in 
each installment period. 

In making any of the computations 
to determine whether or not any given 
taxpayer comes within the exceptions, 
it will probably be necessary for a tax- 
payer to pick up his distributive share 
of partnership income up to the install- 
ment due date. This expression of opin- 
ion is set forth in the Senate Report on 
page 593. 

Note this very carefully, under the 
old law, whenever an agent, as a result 
of his examination, came up with a de- 
ficiency, he most likely claimed 294(d) 
penalties because of the deficiency. This 
type of windfall penalty is no longer 
available to the Government. Here is 
the reason why: 

A 6% penalty under the new law is 

computed as the difference between 

70% of the amount of tax shown on 

the return, and the amount of each 

installment payment. For this reason, 
there can be no penalty because of 
additional assessment of tax for any 
year after 1954 if a return is filed. 
Assessment 
ASSESSMENT PERMITTED FOR ERRONE- 
ous REFuNDs BASED ON ALLOWANCE OF 
ERRONEOUS PREPAYMENT CREDITS 
(Sec. 6201)—Under the old law the 
Commissioner often found it necessary 
to enter a suit in the District Court to 
collect an erroneous refund arising by 
reason of an error in the computation 
of prepayment credits. An example of 
this situation is as follows: The tax- 
payer filed a return showing a tax due 
of $1,000, and total prepayment credits, 
by reason of withholding and payments 
on declaration, of $1,250. Based on the 
return, the Commissioner refunded 
$250. If it subsequently turned out that 
the total amount of withholding and 
declaration payments were only $700, 
the Commissioner could make an im- 
mediate assessment of $300 only be- 
cause of an underpayment of the tax 
shown on the return. ($1,000 less 
$700.) The $250 that had already been 
refunded could not be assessed. That 


amount could only be recovered by a 
suit in court. 

* Under the new law the erroneous 
refund of $250 can be immediately 
assessed on the theory that it arises 
merely as a mathematical error. 
PAYMENTS Mabe AFTER 90 Day 
LETTER May Be AssEssEp (SEc. 6213) 
—Under the old law any amounts paid 
in connection with a deficiency, after a 
statutory notice of deficiency has been 
issued, could not be assessed but had 
to be held in what was commonly called 
a “9d account.” This money was held 
in suspense until the decision of the 
Tax Court was rendered. 

* Under the new law payments made 
on a deficiency, after the statutory no- 
tice of deficiency has been issued, may 
be assessed immediately, and such pay- 
ments will not deprive the Tax Court 
of its jurisdiction over the case. In 
other words, jurisdiction still exists in 
spite of the payment. 

°* A payment made on a deficiency 
after the statutory notice was mailed, 
but before a petition was filed with the 
Tax Court, might have ousted the Tax 
Court’s jurisdiction. Under the new law, 
by statute, a payment made on a de- 
ficiency after the statutory notice of 
deficiency is mailed, but prior to the 
filing of a petition with the Tax Court, 
will not deprive the Tax Court of juris- 
diction under any circumstances. 


Limitations on assessment (Sec. 6501) 


1. THREE YEAR GENERAL RULE Ex- 
TENDED TO Excise Taxes—* The new 
law continues the general rule that the 
statute of limitations for the assessment 
of income, gift, and estate taxes shall be 
three years. The new law further pro- 
vides that the same three year period 
shall be applied to excise taxes. Under 
the old law the statute of limitations on 
the assessment of excise taxes was four 
years. 

The statute begins to run from the 
date the return was filed in those cases 
where the filing of a return is required. 
In the case of an early return, the 
statute begins to run from the due date 
of the return rather than from the ear- 
lier filing date. 

However, in the case where the Com- 
missioner (under the authority granted 
to him) files a return for a taxpayer, the 
statutory period does not begin to run 
under these circumstances. Under the 
old law the filing of a return by the 
Commissioner did start the statute run- 
ning. 
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Of course, in cases of the’ failure to 
file a return, or the filing of a false re- 
turn, there is no statute of limitations 
on assessment. 

Under the 1939 Code, failure to file 
a personal holding company return kept 
the statutory period open indefinitely. 
A personal holding company is no 
longer required to file a return under 
the 1954 Code. All that is required 
now, is that a personal holding com- 
schedule be included with the 
corporate income tax return. 
Under the new law, if there is a failure 
to file this personal helding company 


pany 


regular 


schedule, the Commissioner has only 
six years within which to make an 
assessment of the tax. 

Furthermore, under the 1939 Code, 
if an association which should have filed 
a corporate return, filed either a part- 
nership or a trust return, the statutory 
period of assessment also remained open 
indefinitely. Under the new law, even 
though a corporate return should have 
been filed, a partnership or trust return 
filed will be deemed a 
proper return for the purpose of the 
three 


assessment. 


€ rroneously 


year statute of limitations on 

You will also remember that in those 
cases where a corporation believed it- 
self to be exempt from income tax, and 
filed only an information return, when 
it should have filed a taxable return, the 
statutory period for assessment also re- 
mained open indefinitely. Under the 
new law, the exempt information return 
starts the statute of limitations running 
even though it is later determined that 
the corporation should have filed a tax- 
able return. In these latter two cases, in 
order for the new provisions of the 1954 
Code to be applicable, the taxpayer 
must act honestly and in good faith in 
filing its erroneous return. 

2. 25% Omission LIMITATION PERIOD 
EXTENDED To Six YEARS AND MADE 
APPLICABLE To GirT AND EsTATE Tax 
WELL As INCOME Tax 
Returns—Under the old law if the 
taxpayer omitted an amount of income 
in excess of 25% of the amount of gross 
income shown on his return a five year, 
three statute of 
limitations was applicable. There was a 
great deal of controversy and litigation 
concerning the definition of the term 


RETURNS AS 


rather than a year, 


“gross income.” 

* Under the new law the statutory 
period for assessment is extended from 
five to six years. “Gross income” is de- 


fined as meaning the total amount 
shown on the return without subtracting 
the cost of sales or services. 

* The new law also extends these 
omission provisions to gift and estate 
taxes. The statutory period is likewise 
six years. However, changes in valua- 
tion of items shown on the return do 
not bring into play the 25% omission 
rule. 

* There is one important modifica- 
tion of the prior rule, that is, under the 
new law if the information concerning 
the omission is disclosed on or with the 
return, that amount shall not be con- 
sidered as having been omitted. 


Criminal prosecution (Sec. 6531) 


Under the 1939 Code the statute of 
limitations for criminal prosecution 
could be either three or six years, de- 
pending upon the charge set forth in 
the Information or Indictment. For will- 
ful failure to pay a tax or to file a return 
the statutory period was three years; 
for wilfully filing a false return the sta- 
tutory period was six years. 

* Under the 1954 Code the statute 
of limitations on criminal prosecution is 
six years, whether the charge is for the 
willful failure to pay a tax or to file a 
return, or for wilfully filing a false 
return. 

Under the old law the statutory 
period was extended during the time 
the taxpayer was absent from the ju- 
dicial district in which the offense was 
committed. 

* Under the new law the statute is 
extended only during the time the tax- 
payer is outside the United States, or is 
a “fugitive from justice” within the 
United States. 


Statute of Limitations on Refunds: 


The statute of limitations on claims 
for refund has been made to conform to 
the statute of limitations on the assess- 
ment of deficiencies. 

* Claims for refund must be filed 
within two years from the date of the 
payment of the tax, or within three years 
from the due date of the return. The 
due date of the return is computed with- 
out regard to any extensions for filing 
that may have been granted. 

Under the 1939 Code, the statutory 
period for refunds ran from the date 
the return was actually filed. 

* Under the new law, for purposes 
of computing the timeliness of a refund 
claim, an early return is deemed filed 
on the due date. Likewise, a delinquent 
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return is also deemed filed on the due 
date. The new rule may be stated this 
way: A timely claim for refund must 
be filed, in the absence of consents ex- 
tending the statute, within three years 
from the due date of the return, or 
within two years from the date of pay- 
ment of the tax. However, if consents to 
extend the statutory period are entered 
into, then the period for claiming a re- 
fund is extended to six months after the 
end of the extended assessment period. 


Statute of Limitations on Commencing 
Suit for Refund: 


Under the new law, as under the old 
law, the taxpayer must wait six months 
after filing a claim for refund before he 
may commence suit for the refund. That 
is, of course, unless the Commissioner 
mails a statutory notice of disallowance 
prior to the time the six month waiting 
period expires. The very latest time for 
commencing suit on a refund claim is 
within two years from the date the tax- 
payer receives the Commissioner’s no- 
tice of disallowance of his claim for 
refund. 

* Now, the 1954 Code, Section 

6532 (a) (3), provides a means whereby 
a taxpayer may shorten the period 
within which suit for refund may be 
commenced. This section provides that 
if any person files a written waiver of 
the requirement that he be mailed a 
notice of disallowance, the two year 
period within which he must bring his 
suit begins to run on the date the 
waiver is filed. Unfortunately, both the 
law and the Committee reports are 
silent on the proposition of whether or 
not the filing of the waiver of notice of 
disallowance will enable the taxpayer 
to commence suit before the expiration 
of the six month waiting period. 
Penalties (Sec. 6651) 
DELINQUENCY PENALTY—Under _ the 
1939 Code the failure to file a return 
without reasonable cause resulted in 
the application of a 5% penalty for 
each month of the failure. The maxi- 
mum penalty was 25%. The penalty 
was 25% of the amount of the tax that 
should have been shown on the return, 
without regard to any portion of the 
tax which might have been paid. The 
25% delinquency penalty could be 
assessed in addition to the 50% fraud 
penalty if that penalty was also applic- 
able. 

* Under the 1954 Code the delin- 
quency penalty may not be assessed if 
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the fraud penalty is assessed. Also the 
penalty is computed on the net amount 
of the tax due, after applying amounts 
withheld or paid by declaration. 


PENALTIES SHALL APPLY ONLY TO THE 
AMOUNT OF THE DeEFiciENCy—Under 
the 1939 Code the 5% negligence 
penalty and the 50% fraud penalty 
were applied only to the amount of the 
deficiency on income, gift and estate 
taxes. In excise tax cases, however, the 
penalties were applied to the gross 
amount of the tax due. No considera- 
tion was given to the amount shown on 
the return or the payments made. 

* Under the 1954 Code penalties in 
case of all taxes, including excise taxes, 
are applied only to the amount of the 
deficiency. 


Interest (Sec. 6601) 

The 1954 Code sets up some new 
rules concerning interest on underpay- 
ments and overpayments. Here is the 
new law. 


® INTEREST ON UNDERPAYMENT—RATE— 
The rate is 6% per annum for all taxes. 
(There is only one exception to this 
rule. That is in case of estate taxes 
where an extension for time of pay- 
ment is granted because of hardship or 
the imposition of the tax arising by rea- 
son of including in the estate the value 
of a reversion or a remainder interest 
in property. In such cases the rate is 


AG.) 


* COMPUTATION OF THE TIME INTEREST 
SHALL Run—Interest runs from the due 
date for payment to the date the tax is 
paid. Extensions of time granted by the 
Commissioner have no effect on extend- 
ing the date payment is due. Interest 
runs during the period an extension is 
in effect. 


INSTALLMENT Pay- 
MENTS OF TAx—In cases where the tax- 


° INTEREST ON 


payer may elect to pay the tax in in- 
stallments (i.e., corporations, decedent’s 
estates, employers’ unemployment tax) 
interest runs from the date prescribed 
for paying the installment. If there is 
any deficiency determined after the re- 
turn is filed, interest on the entire defi- 
ciency runs from the due date of the 
first installment. 


° INTEREST IN CASES OF JEOPARDY As- 
SESSMENT—In cases where the Com- 
missioner makes a jeopardy assessment 
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of the tax before the date due for the 
payment of the tax, interest runs only 
from the due date until payment. The 
Commissioner, under the new law may 
not charge interest for the period prior 
to the due date for payment. 


INTEREST 1N_ IN- 
COME, Girt AND EsTaTE Tax CAsEs 
WHERE A Form 870 (WaAIvER OF RE- 
STRICTION ON ASSESSMENT) Is SIGNED 
BY THE TAXPAYER—Interest ceases to 
run after the passage of 30 days from 
the time the waiver was filed. Interest 
commences running again only on the 
date the Commissioner makes a Notice 
and Demand for payment. 


° COMPUTATION OF 


* INTEREST ON INCOME TAXES REDUCED 
BY Carry-Backs.—Under the new law, 
by statute, a net operating loss carry- 
back which wipes out a prior year’s de- 
ficiency will not abate the interest on 
that deficiency. This new section codi- 
fies the Supreme Court’s decision in 
Seeley Tube and Box Company. Inter- 
est runs from the due date of the return 
for the deficiency year until the last 
day of the taxable year in which the 
loss occurred. 


INTEREST—Under 
the 1939 Code in deficiency ‘cases, in- 
terest ran from the due date for pay- 
ment until the acutal assessment of both 
the tax and interest. After assessment, 
interest was computed both on the prior 
assessed tax and interest. Thus, under 
the 1939 Code the Commissioner could 
command that interest be paid on in- 


* No INTEREST ON 


terest. 
Under the new law the Commissioner 
may not collect interest on interest. 


°* No INTEREST 1F DEFICIENCY Is Paip 
IMMEDIATELY—Under the new law no 
interest can be charged if a deficiency 
is paid within the 10-day period after 
Notice and Demand. 


Interest on overpayment (Sec. 6611) 
Rate—The rate is 6% per annum for 
all taxes. 


° INTEREST ON REFUNDs—Interest runs 
from the date of overpayment to a date 
not exceeding 30 days before the date 
of the refund check. 

° Moreover, under the new law, no 
interest on refunds will be made if the 
Commissioner makes the refund within 
45 days from the due date of the return. 
(The due date of the return, under this 


section, is determined without taking 
into consideration any extensions 
granted by the Commissioner. ) 


° INTEREST ON REFUNDS ARISING BY 
REASON OF 
1939 Code no interest was allowed on 
an overpayment, arising by reason of a 
carry-back, for any period prior to the 
filing of a claim for refund or for any 
period prior to the filing of a Tax Court 
Petition. 

* Under the new law interest on re- 
funds will be allowed from the close of 
the taxable year in which the net op- 
erating loss arises until payment is made 
by the Commissioner. 


Power of internal revenue 
agents increased 

Under the 1939 Code revenue agents 
or special agents had no power to en- 
force summonses issued by them, While 
they were entitled to issue summonses, 
if a party refused to appear it was 
necesssary for the agents to petition a 
District Court wherein the party re- 
sided, to force the appearance of the 
witness. The party was not in contempt 
for failure to appear as a witness in 
response to a special agent’s or a rev- 
enue agent's summons. A party could 
only be held in contempt in respect to 
such a summons after the Judge of a 
District Court had required compliance 
with the agent’s summons, and the wit- 
ness then failed to appear. The old law 
concerning agents and special agents 
summonses was set forth in Sec. 3614 
of the 1939 Code. 

Under the 1939 Code, the Deputy 
Collector, under Sec. 3615 could issue 
his own summons and if a party failed 
to appear in response to a Deputy Col- 
lector’s summons, the party could be 
held in contempt by the District Court. 
Under the 1939 Code, a witness either 
appeared in response to the Deputy 
Collector’s summons, or subjected him- 
self to a contempt charge. 

* The 1954 Code combines Sec. 3614 
and Sec. 3615 and in fact, now gives 
special agents and revenue agents 
power to subpoena in their own right. 
Under the 1954 Code, if a witness fails 
to obey such a summons, he can be held 
in contempt by the District Court. In 
effect the 1954 Code now gives to the 
revenue agents and special agents the 
power formerly possessed only by the 


Deputy Collector. These new provisions 
are found in Sections 7602-7605. 
Strangely enough, the Committee Re- 
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ports state that Sections 7602-7605 do 
not in any material way change the law 
as it existed under the 1939 Code. Un- 
der prior law, third parties, and in par- 
ticular I am referring to banks, had a 
legal right to have the District Court 
pass upon the reasonableness of a sum- 
mons issued by either a revenue agent 
or a special agent for purposes of 
searching bank records. Under the new 
law this right is lost. The bank must 
comply with the summons or risk a 
contempt charge for failure to comply. 
other — significant 
change in the summons procedure. Un- 


* There is one 


der the new Code the date on which 
the person summoned is required to 
appear may not be less than ten days 
from the date of the summons. This 
changed the rule under the 1939 Code 
which allowed only one day for each 
twenty-five miles between the place of 
service and the place of examination. 
One might suggest that the ten day 
period provided for in the new Code 
will give sufficient time to a third party 
to file a motion to quash the summons 
and obtain a hearing on the motion be- 
fore the time for compliance under the 
summons has expired. In this way, a 
third party could protect himself from 
contempt proceeding. 


Changes in the Tax Court proceeding 
[here is but one significant change 


Court Under the 
prior law where a taxpayer filed suit 


in Tax procedure. 
for refund in the District Court, and 
while the suit was pending, a notice of 
deficiency was issued, the taxpayer 
could appeal that notice by filing a pe- 
tition with the Tax Court of the United 
States. A problem of concurrent juris- 
diction then arose. The Tax Court had 
jurisdiction by reason of the petition 
having been filed and the District Court 
had jurisdiction by reason of the suit 
under the claim for refund. 

When these circumstances occurred 
the Court which reached the case on 
its calendar first kept the jurisdiction. 
Under the 1954 Code, if a deficiency 
notice is issued before the hearing of 
a taxpayer's suit in the District Court, 
or the Court of Claims, the suit in the 
District Court must be stayed for the 
90 day period of the deficiency notice 
and for 60 days thereafter. If the tax- 
payer then files a timely Tax Court pe- 
tition, the District Court or the Court 
of Claims loses jurisdiction over the re- 
fund. On the other hand, if the taxpayer 
does not file a timely Tax Court peti- 


tion, the United States may counter 
claim or intervene. in the District Court 
or Court of Claims suit, even though 
the time for filing a counter claim or an 
intervention petition may have other- 
wise expired. The taxpayer has the same 
burden of proof on such counter claims 
or intervention as he would have had 
in the Tax Court. However, this provi- 
sion does not apply to any District 
Court or Court of Claims suits pending, 
instituted or commenced before August 
16, 1954. 


There are a few other procedural 
changes of some significance. 

First, the new law provides that if a 
notice of lien would be valid if filed in 
the District Court under Federal Rules, 
then that notice of lien is valid if filed 
in the local state office of the Clerk of 
the Court. This provision was ‘neces- 
sary because some liens filed by the 
Federal Government were not sufficient 
under state and local law. The question 
then arose as to whether or not these 
liens were valid for federal tax pur- 
poses. The new law clears up this point 
by providing that as long as the notice 
of lien conforms with the Federal Rules, 
then it is valid in spite of its failure to 
meet local state law requirements. 

Another change of some significance 
pertains to the Commissioner’s power to 
proceed against either real property or 
personal property at his election when 
distraint proceedings are commenced. 
Under the old law the government had 
to liquidate the personal property of a 
taxpayer before he could levy execu- 
tion on a taxpayer’s real property. Un- 
der the new law, the government may 
proceed against either real or personal 
property first, at its election. 

The new law also gives the right to 
the Commissioner to seize a taxpayer's 
property under a jeopardy assessment 
as soon as a jeopardy assessment is 
made. Under the old law, the Commis- 
sioner had to wait ten days after the 
jeopardy assessment had been made. 

And, finally, under the old law, to 
avoid seisure under a jeopardy assess- 
ment, a taxpayer had to post bond equal 
to twice the liability asserted by the 
government. Under the new law the 
bond required need be no more than 
the amount equal to the taxpayer’s lia- 
bility asserted by the government. ~ 
[The foregoing article incorporates ma- 
terial prepared by Mr. Friedberg for a 
tax symposium held by the North Caro- 
lina Association of CPAs.] 
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How to correct error 
in return filed 


A FRIEND OF OURS HAD A CLIENT whose 
return was due the day after tomorrow. 
The return was mailed yesterday with 
a check for the full amount of the tax. 
Today, he discovers a typographical 
error which, when corrected substan- 
tially reduces the amount of the tax. 
Tax man phoned the Director's office, 
asked what to do. Agent said, “I'll 
watch for it and pull it out.” He called 
this afternoon, Agent said, “Sorry, it 
got stamped in.” 

Does taxpayer have to file an 
amended return, go through another 
audit, and wait for another year or so 
to get his money back? Another friend 
suggested stopping payment on check, 
filing corrected return, still within tax- 
payer's deadline, and requesting de- 
struction of original return. This seems 
a little brutal, but it might work. 


How to handle tax-free 
payments for sickness 


J. S. SEmpMAN AND LEE ELLA CosTELLO 
shed some much needed light on how 
to handle tax-free sickness-and-accident 
payments under Section 105, in a dis- 
cussion session at the recent meeting of 
the American Society of 
CPAs. Tax men tell us their clients are 
pretty fuzzy about how to keep the rec- 
ords and use W-2 Forms correctly. 
Best current opinion is that the Regula- 
tions governing this won’t be out for 
some weeks, hence we think the fol- 
lowing simple illustration will help set 
them straight. 

Question from the floor: Assume the 
employee was ill a month, and he re- 
ceived $400 in that month. At the end 
of the year the company shows on the 
withholding tax that the employee re- 
ceived $5200, and the employee on her 
income tax report shows $4800. Would 
she have to show the balance of the 
$400 in money received in the medical 
expense? 

Miss Costello: If it were reported that 
way, the employer would be reporting 
the salary incorrectly. The money re- 
ported on Form W-2 has to do with 
the earned income and the amount that 
is taxable, so if an employee has re- 
ceived through the year $400 in sick 
benefit out of a $5200 salary, then that 
$400 should not appear upon W-2. 
Question: With respect to that, where 
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would you put the $400 for expense 
of the company? Leave it in salaries? 
Mr. Seidman: The procedure that is 
going to be followed is this: The amount 
paid sick benefit will be shown on the 
W-2, the total wages paid will still be 
shown as before as the total wages. 
They will then be separately set forth 





Grand Jury proceedings are evidence 
in Tax Court. (Certiorari denied.) In 
the Tax Court the government intro- 
duced against the taxpayer testimony 
from a grand jury investigation. The 
circuit court found no error in the trial 
court’s refusal to suppress the evidence. 


dural decisions this month — 
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on the W-2 the amount of the total 
that has been paid for sick benefits, and 
that will give the basis for the tie-in 
with the employee’s return. The em- 
ployee will merely pick up the amount 
without the sick benefit. The draft of 
the regulations was announced on that 
a little while ago. vr 


The rule requiring the secrecy of such 
proceedings is for the benefit of the 
grand jury and not the individual being 
questioned. As to the contention that 
the introduction of this evidence con- 
stituted an illegal search and seizure, 
the court ruled that no constitutional 





Superior to distress for rent. A 
landlord, on April 7, 1952, distressed, 
under South Carolina law, for past 
rent due from taxpayer corporation. 
On the 8th, taxpayer went into re- 
ceivership. Between March 19, 1951, 


received six assessment lists for tax- 
payer's unpaid taxes but no notice 
of the tax liens was filed until April 
10, 1952. The Court held that under 
Sec. 3671 of the 1939 Code (Sec. 
6322, 1954 Code) the lien for such 
unpaid taxes attaches when assess- 
ment lists are received by the Col- 
lector. The landlord’s lien was other 
than a mortgage, pledge or judgment 
lien against which a tax lien is invalid 


unless notice thereof is filed (Sec. 
3672, 1939 Code; Sec. 6323, 1954 


Code). Even by South Carolina law 
the distress lien was not perfected 
until five days after filing during 
which period the tenant could re- 
acquire his property by posting bond. 
R. P. Scovil, U.S. v., SCUS, 1/10 


Oo. 


attachment 
legal representative of a decedent 
filed a wrongful death action against 
the taxpayer on August 6, 1947, and 
attached his safety-deposit box the 
same day. 


Superior to 


He received judgment 
against the taxpayer on January 19, 
1949. On November 18, 1947, the 





FEDERAL TAx Liens FARE FAVORABLY 


In three cases decided early this year the United States Supreme Court held 
that federal tax liens were superior to unperfected liens earlier filed. 


and February 28, 1952, the Collector 


lien. The 


assessment lists for taxpayer’s unpaid 
taxes were received in the Collector’s 
office; notice of the tax liens being 
filed on November 21. The Court 
followed U.S. v. Security Trust Co., 
340 U.S. 47, and gave the tax lien 
priority where it was recorded sub- 
sequent to the attachment lien but 
prior to the judgment despite the 
fact that by Ohio law the attach- 
ment lien was an “execution in ad- 
vance” perfected at the time of at- 
tachment. Acri, U.S. v. SCUS, 
1/10/55. 


Superior to writ of garnishment. A 
creditor, in Texas, started suit 
against the taxpayer on April 8, 
1952, and the same day attached in- 
surance moneys owing taxpayer by 
serving a writ of garnishment on 
the insurance company. On June 
20, judgment was entered in the 
creditor's favor. On April 21, the 
assessment lists covering taxpayer's 
unpaid federal taxes were received 
at the Collector’s office and notice 
of the tax lien filed April 26. The 
Court, on the authority of Security 
Trust, 340 U.S. 47, and Acri, the 
companion case decided the same 
day, supra, held the tax liens of the 
U.S. superior to the lien of the gar- 


nishor. Liverpool & London & 
Globe Ins. Co., U.S. v. SCUS, 
1/10/55. 








questions were involved. Reichert v. 
Comm’r, 214 F. 2d 19 (CA-7), cert. 
denied, 1/10/55. 


District court without jurisdiction to 
give judgment against the U.S. in case 
for conversion. (Certiorari denied.) 
Taxpayer, the wife of a partner, sought 
to recover money paid to the govern- 
ment by her husband in partial satis- 
faction of his income tax liability. The 
husband paid the government money 
derived from the mortgage of partner- 
ship property. The taxpayer, who had 
acquired a !/, interest in the property 
as the result of a separation agreement, 
maintained that this was a conversion 
of her property and that the govern- 
ment was a party to the conversion. 
The circuit court held that the district 
court was without jurisdiction to give 
judgment against the U.S. as neither 
the Federal Tort Claims Act nor the re- 
fund provisions of the IRC allow for 
waiver of sovereign immunity in such 
instances. Worley v. U.S. CA-6, cert. 
denied 1/10/55. 


Additional election necessary for in- 
voluntary liquidation of replacement of 
LIFO inventories. Taxpayer, a carpet 
manufacturing corporation, kept its in- 
ventory on a LIFO basis. For the 
calendar 1942 and 1943, tax- 
payer’s inventory in wool was decreased 
by shortages due to priorities or allo- 
cations. It properly elected to treat this 
decrease as an involuntry conversion 
(Sec 22(d)(6), 1939 Code; similar to 
Sec. 1321, 1954 Code). After two 
years, during which the inventory was 
partially replaced, some of the replaced 
inventory itself involuntarily 
liquidated. The court upheld the Com- 
missioner in denying the taxpayer the 
benefits of Sec. 22(d)(6) as it had 
failed to file an additional election. 
Artloom Carpet Co. v. Smith, DC Pa., 
12/29/54. 


years 


was 


No injunction against tax on pinball 
machine where remedy at law ade- 
quate. (Certiorari denied.) The tax- 
payer sought an injunction to restrain 
collection of a $250 tax on pinball ma- 
chines. The fifth circuit upheld the 
district court in refusing to grant the 
sought relief since exceptional circum- 


stances were not shown and there is an 
adequate remedy at law against the 
collection of an illegal tax. Robique v. 
denied | 


Lambert, CA-5, cert 10/55. 
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_ MANAGEMENT OF THE 


rofessional 


tax practice 


AND PROFESSIONAL AFFAIRS OF LAWYERS & ACCOUNTANTS 





Griswold proposal on lawyers v. 


accountants in tax practice raises questions 


HEN DEAN ERWIN N. GRISWOLD 
\ of the Harvard Law School ad- 
dressed the Association of the City of 
the Bar of New York on January 13 on 
“Lawyers, Accountants and Taxes” he 
dismayed some listeners by his concilia- 
not to say laudatory, attitude 
toward accountants in tax work. When 
asked whether he had not thought it a 
constructive and friendly approach with 
accountants, one partisan 
well known for his work for CPAs, said 
“Well, it could have been a lot worse.” 


tory, 


respect to 


No doubt existed among those pres- 
ent, however, that the Dean’s ideas were 
statesmanlike, and that he had confi- 
dence that the squabbling which has 
increased in recent months need not 
break into warfare. An article 
based on Dean Griswold’s address is 


open 
printed elsewhere in this issue. 


The question of fees 


Remarking that most litigation on 
this question had arisen out of account- 
ants’ suits for fees, Mr. Griswold sug- 
gested that it might not be a very good 
idea for accountants to sue for such 
fees. One lawyer sympathetic to the 
accountants observed afterwards “Yes, 
and it might also solve the problem if 
accountants stopped charging fees alto- 
gether!” 

Many listeners recalled, also, that in 
the Conway case, cited by Mr. Gris- 
wold as one of the three leading current 
decisions on this subject, the defendent 
was hired to perform certain work by 
a disguised representative of the local 
bar; the work having been done, the 
bar prosecuted for unauthorized prac- 
tice of law. Avoiding suits for fees wou'd 


stop some, but not all, court action un- 
favorable to accountants. 


The National Conference 


Dean Griswold made much of the 
work of the National Conference of 
Lawyers and CPAs, and the “Statement 
of Principles” ennunciated by that 
group in an effort to avoid strife. The 
heart of the “Statement” is the proposi- 
tion that accountants should not prac- 
tice law and lawyers should not prac- 
tice accounting. The old question of 
definition is just as troublesome as ever, 
and the fact that the Dean applauded 
the “Statement” didn’t help to iron out 
the terminological problem which has 
made it well-nigh ineffective in practice 
so far. 

He suggested that it might be help- 
ful if any litigation in the future were 
cleared through the Conference before 
action was begun. Some listeners who 
had worked closely with the Conference 
took a dim view of this, the feeling 
being that the bar representatives had 
successfully restrained their enthusiasm 
for real conciliatory action. 


Questions of substance 


In discussing the points made by Mr. 
Griswold after his address, a number of 
detailed points occurred to listeners. 
For example, he said of the Agran case, 
in which the accountant testified that 
he had spent four or five days in the 
law library, reading a hundred or so 
cases: “That sounds like an awful lot 
of law to me.” To which one listener 
reacted: “Suppose Agran had done this 
research before he advised his client, 
and done no research at all in the course 


pie] 


of the engagement. Would that have 
been ‘an awful lot of law?” 


CPAs v. other tax practitioners 


Perhaps the strongest recommenda- 
tion in his whole program was Gris- 
wold’s urging the CPAs to speak for 
themselves only, and not to take under 
their wing all who may be involved in 
an unauthorized practice of law tangle 
in tax matters. The complexity of this 
matter may be deduced from the little 
news story (below) of the recent Rhode 
Island situation. Apparently the leaders 
of the organized CPAs have felt that 
all non-lawyers were in the same boat 
when the bar attacked. Certainly they 
felt, and the language of later court 
decisions seems to prove, that in the 
future courts would draw heavily on 
earlier decisions whether CPAs or other 
non-lawyer tax practitioners were in- 
volved. 


Comment invited 

Readers are urged to study Dean 
Griswold’s recommendations (which 
begin on page 130 of this issue). What- 
ever lack of enthusiasm may be held 
in certain quarters, most agree that this 
is the most objective and statesman- 
like presentation by a _ responsible 
leader of the bar to have been issued 
since this conflict has increased in 
severity. With the thought that wider 
understanding and thinking is required 
on these points, we invite readers to 
write us their reactions. Further com- 
ment will be published in ensuing 
issues, and the more interesting com- 
ments of readers will be included. vr 


Change in Rhode Island law 
benefits public accountants 


THe Ruope IsLAND LEGISLATURE has 
written finis to the storm which blew 
up some months ago over right to prac- 
tice in tax matters. The upshot of it 
now is that personal income tax returns 
may be prepared by anyone who does 
not solicit the business by advertising. 

For a number of years there has 
been on the Rhode Island statutes a so- 
called “Lawyer’s Act” which limited the 
“practice of law” to attorneys and de- 
fined the “practice of law” as the doing 
of any act for another usually done by 
attorneys. A specific exemption to the 
act provided that certified public ac- 
countants and members of the American 
Institute of Accountants should not be 
limited or prevented from preparing 
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tax returns or appearing before any 
agency other that a court to determine 
questions of fact regarding tax matters. 

The Rhode Island Supreme Court in 
the Libutti .case issued an injunction 
against Libutti, who was not an attor- 
ney, denying him the privilege of pre- 
paring income tax returns on _ the 
grounds he was violating the Act be- 
cause he was neither a CPA nor a 
member of the AIA. 

The Rhode Island public accountants 
promptly got on the warpath, with the 
result that the Act was amended to 
permit any public accountant to advise 
taxpayers in connection with the im- 
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position or adjustment of taxes or any 
person to prepare tax returns, provided 
the public accountant or person regu- 
larly audits or examines accounting 
records of the taxpayers and does not 
solicit the tax business by advertising. 
In addition the amendment permits any 
person to prepare a federal personal 
income tax return who does not solicit 
the business by advertising. 

The general effect of the amendment 
was that non-certified public account- 
ants of the state were not to be denied 
the privilege of preparing tax returns 
for their clients because they were not 
CPAs or members of the AIA. 


How to prevent accountant’s knowledge 


from being used against client 


R ARELY CAN A TAX FRAUD CASE be 
handled adequately without the 
But what 


risks does the taxpayer run that the 


services of an accountant. 
non-privileged nature of communica- 
tions to the accountant called in on the 
case will result in subpoena of records 
by the government which will be harm- 
ful to the taxpayer? Kenneth Cohn, 
who practices law in Kansas City, has 
recently analyzed this problem, and we 
asked him to let us bring you these 
notes on how he recommends handling 
relations with the accountant to protect 
taxpayer. He says this. 

One chink in the taxpayer’s armor lies 
in the peculiar role of the accountant 
in tax fraud cases. There is no doubt 
that the accountant’s status in our pres- 
ent complex society partakes of confi- 
dential attributes which are akin to that 
of attorneys. Cognizance of this fact 
has led numerous states to recognize 
the professional capacity of accountants 
and to provide, by statute, a privity in 
the accountant-client relationship. 

A substantial segment of our taxpay- 
ing community relies entirely on ac- 
countants for tax service and representa- 
tion before the Internal Revenue Serv- 
ice. Lawyers frequently turn to the ac- 
when 
they realize their client’s interests may 


countant for expert assistance 
be in jeopardy. However, recent cases 
have created serious doubt as to the ex- 
tent a taxpayer subjects his affairs to 
the scrutiny of the IRS by discussing 
them in confidence with his accountant. 
The impact of these cases is causing the 
accountant to urge that all critical dis- 


closures be made only to an attorney. 
If not, there looms the ominous chance 
that the accountant will be summoned 
to supply information to the govern- 
ment during the examination, or even 
worse, to be compelled to appear as a 
government witness against his client 
in event of trial. 

An accountant, whether employed by 
the taxpayer or by the taxpayer's at- 
torney, may be compelled to testify 
about any communications received 
from the taxpayer and any information 
gleaned from the taxpayer’s books and 
records; also he may be compelled to 
produce his work papers and audit re- 
ports. This inquisitorial power is con- 
ferred on the Internal Revenue Service 
by Section 7602, Internal Revenue Code 
of 1954 (formerly Section 3614 et seq.) 
and its application has been repeatedly 
approved by the courts. 


Applicability of state law 

We are trying here to clarify the ac- 
countant’s role and to assist both the 
attorney and the accountant who, un- 
intentionally, “cooperate” and place the 
about the client’s neck. The 
problems which confront the attorney 
and accountant in 


noose 


this situation are 
these: 

1. Is the accountant-client relation- 
ship privileged if so regarded under 
state law? 

2. May communications between a 
client and his attorney and the latter’s 
agent, an accountant employed by the 
attorney, be considered as privileged? 


Rule 26 of the Federal Rules of 


Criminal Procedure (18 U.S.C.A.) pro- 
vides that the admissibility of evidence 
and the competency and privileges of 
witnesses shall be governed by princi- 
ples of common law except where other- 
wise provided by an act of Congress. 
Thus in the absence of statute, the 
federal courts, in criminal cases, are not 
bound by state law of evidence, but are 
guided by common law principles; a 
uniform body of rules of evidence 
governs in criminal trials in the federal 
courts. 

Two cases of fairly recent vintage 
considered the privilege of the public 
accountant under the Illinois statutes. 
In petition of Borden Company (D.C. 
Ill., 1948) 75 F. Supp. 857, it was 
contended that the audit report. made 
by a public accountant for the Borden 
Company, called for by subpoena duces 
tecum, was privileged. This contention 
was predicated upon privilege created 
under Illinois statutes. The court stated 
on page 859: 

“At common law the reports of public 
accountants are not privileged. No act 
of Congress and no one of the Federal 
Rules of Criminal Procedure provides 
otherwise. Accordingly, the court con- 
cludes that the reports of public ac- 
countants are not privileged.” 

In Eckerling v. Helvering (D.C. Il., 
1940, civil action) 29 A.F.T.R. 1295, 
the present Illinois statute relating to 
the testimony of public accountants 
was construed as conferring no _privi- 
leges, nor making privileged any evi- 
dence, documentary or otherwise, which 
is in the possession or knowledge of an 
accountant if the accountant is directed 
by a valid 
testify. 

It is well settled that communications 
between accountant and client are not 
privileged in federal courts for criminal 
purposes and that an accountant, if re- 
tained directly by the taxpayer, may be 
compelled to testify and to produce his 
work papers and the results of his audit. 
As a consequence, if the taxpayer in 
the course of his dealings with his ac- 
countant should make any admissions 
affecting his guilt, he will have effec- 
tively waived any right to restrict its 
subsequent use against him by the 
government. 


summons to appear and 


Accountant as subagent 


The second question posed is con- 
siderably more subtle. It is, of course, 
axiomatic that where the presence of a 
third person is necessary, to secure 
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subjective freedom, the 
communication retains its confidential- 
ity. Thus, communications of the attor- 
neys agent to the attorney are within 
the privilege, because the attorney’s 
agent is likewise the client’s subagent 
and is acting as such for the client. 
[hese rules obviously apply to an at- 
torney’s secretary or legal clerks who 
are necessary adjuncts and assistants of 
the attorney. The more closely associ- 
ated the third party is with the attorney, 
the more clearly he falls within the 
privilege. The question arises as to 


the client’s 


whether an expert retained to assist an 
attorney in the preparation of his case 
may be said to be such a stranger to 
the parties involved that communica- 
tions to him are not privileged. 

In an early case it was held that a 
scientific expert engaged to help in 
presenting the case is in effect an 
counsel and that privilege 
exists for between 
counsel and him and so long as he does 
not become a witness. Lalance and 
Grosjean Mfg. Co. v. Haberman Mfg. 
Co. (C.C.N.Y., 1898) 87 Fed. 563. But 
in Sachs vy. Aluminum Co. of America 
C.A.-6, 1948) 167 F. 2d 570, it was 
held that an expert in the scientific 


assistant 


communications 


field, retained by an attorney, could 
not refuse to testify on the ground that 
it fell within “attorney-client privilege.” 
In referring to Federal Rules of Civil 
Procedures, 28 U.S.C.A., following sec- 


tion 723 (now 28 U.S.C.A. Section 
2071), the court held that the attorney- 
client privilege should not be extended 


to cover information sought from one 
who was not a lawyer, but who has 
merely been retained by an attorney as 
an expert. 

In Himmelfarb v. United States 
C.A.-9, 1949) 175 F. 2d 924, cert. 
denied 338 U.S. 860, the question was 
whether an accountant retained by an 
attorney to assist in the preparation of 
a defense against charges of tax evasion 
could refuse to testify on the ground 
that communications to the accountant 
were privileged. In that case, it ap- 
peared that the accountant had met 
with the taxpayers and the attorney to 
discuss the income tax matters of the 
clients. The court reasoned that the 
accountant’s presence was not indis- 
pensable in the sense that the attorney's 
secretarys might be, and that such 
presence destroyed the privileged char- 
icter of whatever communications were 
made; and 


that consequently, com- 


munications made by the client to the 


accountant, or in the presence of the 
accountant, were not within the privi- 
lege. Because of these special circum- 
stances, the court ruled that the clients 
“impliedly authorized the attorney to 
make the disclosure” to the accountant. 

In Gariepy v. United States (C.A.-6, 
1951) 189 F. 2d 459, the defendant 
asserted that his accountant’s testimony 
was privileged. The court held it was 
not, stating on page 463: 

“There is no evidence to show that 
the accountant, at the time he received 
and relayed the information to the in- 
vestigators, was in the employ of coun- 
sel for the appellant, but even if so 
there is respectable authority that denies 
him the privilege status. [citations]” 

To avoid unwittingly making the tax- 
payers records and admissions available 
to the IRS it is suggested that: 

1. The accountant in the fraud case 
should be completely insulated from 
the taxpayer; he should at no time be 
allowed to question the taxpayer or to 
be present at any meeting between the 
attorney and the taxpayer; the lawyer 
should serve as a conduit for any perti- 
nent information related to the account- 
ant; such information should be re- 
stricted to such facts as will expedite a 
full and complete audit; 

2. The taxpayer's records should re- 
main at all times on the attorney’s or 
taxpayers premises; the accountant, if 
at all possible, should work in the at- 
torney’s office. The books and records 
of the taxpayer are vulnerable in the 
hands of the accountant; the conveni- 
ence of allowing him to work in his 
own office must be weighed against the 
risk of having a subpoena issued for the 
documents while in his possession. See 
Falsone v. United States (C.A.-5, 1953) 
205 F. 2d 734; 

3. The attorney might well employ 
the accountant as a member of his staff 
so that the 
records and, more important, the ac- 
countant’s work 


taxpayers books and 


papers, will remain 
technically under the direct control of 
the attorney; this device has merit be- 
cause the product of the accountant is 
his property whether the accountant is 
an agent (In re Frye (Ohio S.Ct., 
1951) 155 O.S. 345) or an independent 
contractor (Schulman et al. Exrs. v. 
Dunlap, et al. (D.C.N.Y., 1952) 105 
F. Supp. 104). It should be noted that 
this procedure probably will not prevent 
the IRS from requiring the accountant 
to answer from memory though it will 
protect documents from examination. 
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The lone reported case in which a 
court refused (upon the grounds of 
public policy) to enforce a subpoena 
issued to an accountant involved a tax- 
payer under indictment and the ad- 
mitted purpose of the subpoena was to 
aid the Department of Justice in the 
prosecution of the taxpayer United 
States v. O'Connor (D.C.Mass., 1953) 
118 F. Supp. 248. The dicta indicates 
a contrary result if investigation of the 


an 


taxpayer had been in progress. ve 


New form assembles client’s 
personal tax data for you 


WE'VE JUST SEEN a new questionnaire 
which we think will be useful to prac- 
titioners doing tax work for individuals. 
It is simply a method of getting to- 
gether in one place all the information 
you need to go ahead with the prepara- 
tion of the return. It is 81/, x 11, set 
up not unlike a 1040, four pages. Either 
you can fill in the information from an 
interview with the client, or you can 
give him the form and have him re- 
turn it to you complete. One virtue is 
that you have in your files, in one recog- 
nizable and identifiable form, the raw 
material upon which you base your 
work. These forms cost $2.50 for a pad 
of 50, and can be had from The Na- 
tional Press, 435 Alma Street, Palo 
Alto, Calif. w 


AIA organizes new 
department of taxation 


A NEW DEPARTMENT OF TAXATION has 
been organized in the headquarters staff 
of the American Institute of Account- 
ants, under the directorship of Albert 
H. Cohen, CPA, who has been the staff 
assistant to the AIA’s committee on fed- 
eral taxation since 1953. The new de- 
partment will render staff services to 
the Institute’s committee on federal tax- 
ation, conduct tax research, organize 
meetings, conferences, educational proj- 
ects, carry on liaison with Congress, 
administrative officials, and other or- 
ganizations active in the tax field. 

Mr. Cohen has taught accounting and 
taxation at the University of Michigan 
and is the author of the recent book, 
Long-term Leases, Problems of Taxa- 
tion, Finance and Accounting. He has 
also done a piece of major research for 
the Controllership Foundation on state 
taxation. * 
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problems 


TED BY BENJAMIN HARROW, 


Advance planning needed to assure 


deductibility of attorney’s fee paid 


“een THE LAST FIFTEEN YEARS, 
both court decisions and Congres- 
sional enactments have widened the 
area of deductions allowable for at- 
torneys’ fees. To be deductible the fee 
must be for a service qualifying as a 
deduction under some section of the 
Internal Revenue Code. Donald Mc- 
Donald, a member of the Pennsylvania 
and Nebraska bars, in the November 
1954 issue of the University of Penn- 
sylvania Law Review has analyzed the 
deductibility of such fees in relation to 
the particular service rendered. Al- 
though a client does not often raise the 
question prior to seeing the bill, it 
would be well, warns Mr. McDonald, 
for the attorney to consider this prob- 
lem at the very beginning of his serv- 
ices. He writes: 


Fees for personal expenses 

No deduction is allowed for payments 
for legal services in primarily personal 
matters. Much of the general practi- 
tioner’s work is of this kind. Among 
the expenses held to be personal are 
those which, while related to income 
property, do not meet all the require- 
ments permitting a deduction of ex- 
penses “for the management, conserva- 
tion or maintenance of property held 
(1954 
Code, Sec. 212(2)). Drafting a will 
(Estate of Pennell, 4 BTA 1039), 
deed of trust (Nancy R. Bagley, 8 TC 
130), a marital settlement agreement 
(Treas. Reg. 118 §39.24(a)-1), or giv- 
ing advice about making gifts (Lykes 
v. U.S., 343 U.S. 118), or releasing 
powers of appointment (Nancy R. Bag- 
ley, supra) all involve property manage- 
ment, but are non-deductible. Efforts 
to conserve the taxpayer's property gen- 
erally, by defending him as an endorser 
on a defaulted note (Donald V. Smith, 
6 CCH TCM No. 548), or securing a 
reduction in the rate of interest he pays 


(Bernard Volk, Jr., 12 CCH TCM No. 
184), or formerly by contesting a gift 
tax deficiency (Sec. 212 of the 1954 
Code now permits these fees to be 
deducted), have also been dismissed 
as personal. 


Trade or business expenses 


When a connection between the legal 
services and the business was shown, the 
Tax Court allowed a deduction for fees 
for counselling a witness before a 
congressional hearing (Waldo Salt, 18 
TC 182) and an author regarding 
“literary affairs” (Pelham G. Wode- 
house, 8 TC 637, acq., 1947-2 CB 5). 
An employee may deduct the cost of 
legal advice on his rights under an em- 
ployment contract (Arthur N. Blum, 
11 TC 101, affd, 183 F. 2d 281, acq. 
1949-1 CB 1). 

The cost to an individual of bringing 
or defending a suit for an accounting 
for partnership income, profits, or prop- 
erty is fully deductible (Kornhauser v. 
U.S., 276 U.S. 145; Rassenfoss v. 
Comm'r., 158 F. 2d 764; cf. Orien H. 
Anderson, 8 CCH TCM No. 740); 
costs of such an action cannot be capi- 
talized (Suckow Borax Mines, 12 CCH 
TCM No. 786). 

If an individual’s activities as an 
executor or trustee are sufficient in scope 
and duration so that he is considered 
to be in business in such capacities, in 
settling mismanagement charges not 
only his legal expenses but the amount 
paid in settlement are deductible. In the 
very recent case of Commissioner v. 
Macy, 215 F. 2d 875, the second cir- 
cuit held that a person can be in the 
business of being an executor or trustee 
even if his duties concern only one 
estate or trust. If a trustee cannot so 
qualify, he does not fare so well. In 
two circuit court decisions, neither his 
legal costs nor the settlement payments 
were allowed on the grounds that this 
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would be subsidizing delinquent fiduci- 
aries (Comm’r. v. Heide, 165 F. 2d 
699; Comm’r. v. Josephs, 168 F. 2d 
233). These decisions are based on the 
public policy grounds that this would 
subsidize delinquent taxpayers. As 
deductions have been permitted where 
the taxpayer has been convicted of 
criminal activities and where regula- 
tory statutes have been violated, the 
non-deductibility of these fees arising 
out of tort charges seems unrealistic. 
The Macy case casts additional doubts 
on their present validity. 

For individuals, and estates, trusts 
and partnerships, the 1954 Code (Sec. 
212) provides a deduction for all ordi- 
nary and necessary expenses “(1) for 
the production or collection of income; 
(2) for the management, conservation, 
or maintenance of property held for the 
production of income; or (3) in con- 
nection with the determination, collec- 
tion, or refund of any tax.” The first 
two items are carried over verbatim 
from the 1939 Code as amended in 
1942 (Sec. 23(a)(2)); the language 
of the third is wholly new, but the sub- 
stance only partly so. 

In 1952 the Court denied a deduction 
for the legal costs of contesting a gift 
tax deficiency (Lykes v. U.S., 343 U.S. 
118), but since income and estate tax 
litigation costs were deductible, Con- 
gress felt it equitable to create a deduc- 
tion for such costs in connection with 
“any tax” including federal, state, 
county or municipal, income, estate, gift 
and property (Sec. 212(3), 69). 

The expenses deductible under the 
first two paragraphs of Section 212 do 
not have to be matched to specific items 
of annual income. “Income” for this 
section includes income which may 
have been received in prior years or 
may come in future years (Treas. Regs. 
118, §39.23(a)-15(b); 111, §29.23(a)- 
15(a)). The income need not be re- 
curring; gain on the sale of a single 
property is included. If a property is 
held for investment, the expense of 
managing or conserving it is fully de- 
ductible, “even though there is no likeli- 
hood that the property will be sold at a 
profit or will otherwise be productive 
of income, and even though the prop- 
erty is held merely to minimize a loss 
with respect thereto.” While this is a 
broad concept of “income’ the income 
must belong to the taxpayer who claims 
the deduction (Frederic A. Seidler, 18 
TC 256) and, although the time of 
realization of the income may be re- 
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mote, the taxpayer must expect to real- 
ize it for himself or in the capacity in 
which he acts. 

The cases have repeatedly allowed 
a deduction for the cost of income tax 
litigation, whether recovering an Over- 
payment (Williams v. McGowan, 152 
F. 2d 570), resisting a deficiency suc- 
cessfully or unsuccessfully (James A. 
Connelly, 6 TC 744; Norbert H. Weis- 
ler, 6 TC 1148; William Heyman, 6 TC 
799), defending against transferee lia- 
bility (Chas. N. Manning, 3 TC 853, 
affd, 148 F. 2d 821), defending a civil 
fraud charge, though unsuccessfully 

Greene Motor Co., 5 TC 314), or in 
settle the 
tax liability prior to an indictment and 
conviction for criminal fraud (Hymie 
Schwartz, 22 TC No. 91, five judges 


dissenting; attorney's employment ter- 


attempts to determine and 


minated befere trial and conviction). 
Similarly fees paid either by the execu- 
tor or remainderman in the determina- 
tion of an estate tax liability are de- 
ductible (Northern Trust Co. v. Camp- 
bell, 211 F. 2d 251; special letter ruling 
dated Sept. 22, 1947, signed by the 
Acting Deputy Commissioner). 


Production or collection of income 

The expense, to be deductible, need 
not relate to the production or collec- 
taxable 
year. Although there have been no deci- 


tion of income in the current 
sions in point, if the expense relates to 
an attempt to collect specific income, it 
should make no difference whether the 
attempt be successful unless its failure 

the 
taxpayer's part. Despite speculation to 


may be traced to some fault on 


the contrary, when there has been an 
effort 


immaterial on the question of whether 


to collect income, its failure is 


the costs are deductible. This view is 
based on the following reasons: 


l. The 


in income, 


included 
the 
may realize in subsequent 


committee reports 


“income which tax- 
payel 
taxable years.” Administratively, there- 
fore, were the rule that income must be 
successfully produced or collected, it 


would be 


deduction in an audit, if at the time of 


impossible to pass upon the 


the audit the success of the effort were 
still in doubt. The statute of limitations 
runs three years after the income tax 
return is filed. An expense is deductible 
There is no 


when paid or incurred. 


defer the deduction and 
the income 
might come in in a subsequent year. 


1942 the 


provision to 


use it as a_ set-off when 


2. Congress in rejected 


limitation then proposed that the de- 
duction not be in excess of one-half 
the income collected. This rejection 
gives rise to the inference that none 
need be collected. 

3. The regulations (118, §39.23(a)- 
15(k)) would allow a deduction for 
“expenditures incurred . . . in re- 
. which if . . 
récovered, must be included in income.” 
The words “if recovered” would have 
no purpose if the deduction depended 
upon a successful recovery. 

4. To the extent that Sections 23(a)- 
(1) and (2) of the 1939 Code were in 
“pari materia” according to Trust of 
Bingham v. Commissioner, 325 U.S. 
365, the result should be the same as 
in the business expense cases where 


covering property 


the deduction is allowed in unsuccessful 
suits (Udolpho Wolfe Co., 15 BTA 485, 
acq., VIII-2 CB 57; E. L. Potter, 20 
BTA 252, non-acq. X-1 CB 90). 

5. While the Tax Court dissenting 
opinions in the fiduciary surcharge 
cases may have turned on failure to 
collect income (Julius A. Heide, 8 TC 
314; Hyman Y. Josephs, 8 TC 583), 
neither court of appeals in reversing 
adopted the reasoning of the dissent. 
Judge Learned Hand flatly refused to 
subsidize inattentive or delinquent 
trustees and the eighth circuit followed 
suit (Comm’r. v. Heide, 165 F. 2d 699; 
Comm’r. v. Josephs, 168 F. 2d 233). 

6. Finally, the Supreme Court did 
not deny a deduction for election ex- 
penses on the ground that the candi- 
date lost. Justice Black and three others 
would the deduction 
squarely as an expense for the produc- 
tion or collection of income (McDonald 
23 U.S. 57). 


have allowed 


v. Comm’r., 3 


Collecting proceeds from 
sale of property 

When lawyers’ fees arise from litiga- 
tion relating to the sale of property, 
even now it is uncertain whether they 
are merely direct charges to the profit 
the particular sale, like 
brokers’ commissions on the sale of 
stock (Spreckels v. Comm’r., 315 U.S. 
626), or 
paid for the production of income or 
management of property held for the 
production of income. The distinction 


or loss on 


are fully deductible as a fee 


is important because, where long term 
capital gain or capital loss results from 
the sale, if the litigation costs are a 
direct charge against the proceeds the 
tax benefit is cut to one-half or, if the 
capital loss is not deductible, even to 
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zero. Until the law is clarified, by sta- 
tute or decision, such attorneys’ fees 
should be claimed in full as a deduc- 
ticn. 

In commenting on the 1942 amend- 
ment which created a deduction against 
gross income for expenses “for the pro- 
duction or collection of income” (Sec. 
23(a) (2), 1939 Code), both the House 
and Senaie reports on the bill state 
that “The term ‘income’ for this pur- 
pose 
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is not confined to recurring 
income but applies as well to gain from 
the disposition of property” (H.R. Rep. 
No. 2333, Sen. Rep. No. 1631, 77th 
Cong., 2d Sess. 75, 87). It is immaterial 
that such gain may be capital gain; the 
deduction is an ordinary deduction in 
the fifth and ninth circuits (Comm’r. 
v. Coke, 201 F. 2d 742; Heller v. 
Comm’r., 147 F. 2d 376 cert. denied, 
325 U.S. 868), but in the eighth it is 
an offset against the proceeds of sale 
(Davis v. Comm’r., 151 F. 2d 441 cert. 
denied, 327 U.S. 783). Of the five Tax 
Court decisions where the issue is clearly 
seen, three take the ordinary deduction 
view (Agnes Pyne Cooke, 17 TC 403; 
Robert D. L. Gardiner, 4 CCH TCM 
No. 689; Walter S. Heller, 2 TC 371), 
two treat such expense as a direct offset 
to the proceeds (H. C. Naylor, 17 TC 
959; Don A. Davis, 4 TC 329). 

The argument for the offset treatment 
is built upon the argument in the com- 
mittee reports that a “deduction under 
this section is subject, except for the 
requirement of being incurred in con- 
nection with a trade or business, to all 
the restrictions and limitations that ap- 
ply in the case of the deduction under 
Section 23(a)(1)(A) of an expense 
paid or incurred in carrying on any 
trade or business.” Then, by reference 
to the “pari materia” language in the 
Bingham case, forgetting that the Su- 
preme Court had limited that decision 
to interpretation only of the manage- 
ment of paragraph of the 
1942 amendment, legal expenses not 


property 


deductible to a business are not deduct- 
ible to an individual (Davis vy. Comm’r., 
supra). Spreckels v. 
315 U.S. 626, holds that commissions 
on the sale of stock “have been ‘con- 


Commissioner, 


not as items of 
current expense, but as 


sistently treated 
deduc- 
tions from the proceeds of sale,” and 
are, therefore, not a business expense 
deduction. 

The limitations” 
language of the legislative reports can 
be given adequate scope by limiting 


“restriction and 
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it to the statutory restrictions, such as 
that the expense be ordinary, neces- 
sary, reasonable, not personal, not a 
capital expenditure to increase the 
value of any property or estate, and 
not allocable to tax exempt income. 
Neither the Treasury G.C.M. (15430, 
XIV-2 CB 59) nor the Supreme Court 
opinion in the Spreckels case calls sales 
expenses “capital expenditures.” The 
Court simply held they were not “busi- 
ness expenses.” Therefore, not being a 
business expense in the first place, they 
cannot be within the meaning of “re- 
strictions and limitations” on the deduc- 
tion of business expenses. 

Whatever way the next court of ap- 
peals to face the issue may decide, 
whether allowing a full deduction under 
the statutory language “for the produc- 
tion and collection of income” and the 
express indication in the committee re- 
ports that “income” meant gain on the 
sale of property, or disallowance rely- 
ing on the general language in the same 
reports and a feeling that Congress did 
not intend what it said, the Supreme 
Court should recognize the conflict and 
eliminate the confusion. 

Apart from the problem of the proper 
treatment of attorneys’ fees which, like 
brokers’ commissions, may be con- 
sidered “selling expenses,” Naylor v. 
Commissioner, 203 F. 2d 346, indi- 
cates one precaution the practicing 
attorney should take. When negotiat- 
ing a contract for the seller, once the 
contract terms have been settled and 
the agreement has become binding so 
that an action for damages or specific 
enforcement would lie, the attorney 
should close his books and set a fee. 
The fee for any further services in the 
nature of enforcing the agreement and 
collecting income is fully deductible. 


Fees for property manageinent 

The “property” managed may be in 
almost any form productive of income, 
although an unliquidated claim against 
a guardian and his surety (Helvering 
v. Stormfeltz, 142 F. 2d 982) and a 
claim under an agreement restricting 
the sale of stock (Dorothy E. Law, 12 
CCH TCM No. 1440) have failed to 
qualify. The taxpayer claiming the de- 
duction must have legal title (compare 
Baer v. Comm’r., 196 F. 2d 646 with 
Dorothy E..Law, supra) or an equitable 
income interest (compare Herman 
Fletcher, 10 CCH TCM No. 793, with 
Seidler, 18 TC 256) in the property. 

An individual may deduct fees for 
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legal advice and investment counsel as 
to investments in securities and real es- 
state (Winifred L. Milner Estate, 1 
CCH TCM No. 513); and as to the 
management of corporations or trusts 
in which he owns an interest (Edward 
G. Acheson, Jr., 1 CCH TCM No. 739; 
Herman Fletcher, supra). Similarly, fees 
paid for advice in “conserving and main- 
taining a block of stock which gave the 
taxpayer control of a corporation (Baer 
v. Comm’r., supra), or in defense of 
damage suits for refusing to carry out a 
contract to sell real estate or stock are 
deductible (Carl W. Branzell, 16 TC 
503, William P. Toms, 5 CCH TCM 
No. 183). Note that in these cases the 
defendent’s title to the property was 
not considered in issue. Likewise title 
to property is not considered in issue 
when a trust settlor sues to set the 
transfer aside. His legal fees are de- 
ductible as expenses of conservation 
and management (William J. Garland, 
2 CCH TCM No. 419). 

Individuals often engage an attorney 
for “estate planning,” but he should be 
cautious not to bill for the work as a 
unit; only some of the services involved 
are deductible. The problem was 
squarely presented in Nancy Reynolds 
Bagley, 8 TC 130, acq., 1947-1 C.B. 1, 
the sole case on all fours. 

A member of the R. J. Reynolds 
family, Mrs. Bagley undertook exten- 
sive estate planning. She was allowed 
to deduct the fee paid to a firm of 
“estate planners” who made a survey 
of her properties and proposed a plan 
of reinvestment including inter vivos 
and testamentary trusts and insurance. 
Her attorneys’ fees were held deductible 
for advice on (1) the advisability of 
purchasing interest-bearing securities, 
(2) the making of interest-bearing loans 
to corporate officers to protect her in- 
vestment in the family corporation, and 
(3) the merit of plans offered her by 
investmeni counsel for the rearrange- 
ment and reinvestment of her income- 
producing property. 

At the same time, the Tax Court 
held attorneys’ fees not deductible for 
(1) advice as to the nature and type 
of securities and cash which should be 
set aside from her property to form the 
principal of the trust for her daughter 
and for (2) the release of powers of 
appointment over a trust, in which she 
was the life beneficiary, which in no 
way affected her income but only as- 
sured her children of receiving the 
property after her death. Other non- 


deductible estate planning services in- 
clude the writing of a will and the legal 
services in connection with the making 
of gifts (see supra). A lump sum state- 
ment, therefore, for “estate planning” 
will invite at least an arbitrary alloca- 
tion by the revenue agent leaning 
heavily on the value of non-deductible 
services, 

While several opinions have inti- 
mated that, in the application of the 
management provisions, the interposi- 
tion of a trustee makes no difference 
(Williams v. McGowan, 152 F. 2d 570, 
Howard E. Cammack, 5 TC 467), the 
courts seem to have been more liberal 
in allowing deductions for expenses 
incurred by trustees than for expenses 
incurred by individuals. The trustee’s 
or executor’s activity is considered 
analogous to a business (Bingham case, 
supra). He is allowed to deduct the 
costs of collecting income due his de- 
cedent, even though it is not taxable to 
the estate (Comm’r. v. Goldberger’s 
Estate, 213 F. 2d 78). He can deduct 
the costs of distributing income-produc- 
ing property (Bingham case, supra), 
and guardians’ fees paid for incompe- 
tents, minors, and unborn interests 
(Amy DuPuy McHenry, 6 CCH TCM 
No. 1027), although such a deduction 
would be denied an individual (cf. 
Lykes v. U.S., supra; Dorothy E. Law, 
supra). This same business conduct 
concept with its attendant liberality, 
extends to other fiduciaries, such as in- 
competents’ committees, guardians for 
minors and receivers in bankruptcies 
(Estate of Elsie Weil, 13 CCH TCM 
No. 653; Comm’r. v. Estate of Bartholo- 
mew, 151 F. 2d 534; Trustee of Series 
QO Certificates, N.Y. Title & Mtge. Co., 
2 TC 990). 


General considerations 

Lawyers’ fees have had little difficulty 
generally in meeting the continued 
statutory requirement that expenses be 
“ordinary and necessary.” If they are 
challenged as extraordinary or unneces- 
sary, the payment will probably involve 
a question of business morality or pub- 
lic policy. Fees have been held neces- 
sary whether or not a law suit has been 
brought (Kornhauser v. U.S., 276 U.S. 
145; Waldo Salt, 18 TC 182). While 
both business and non-business ex- 
penses must be reasonable to be de- 
ductible, the Commissioner has seldom 
brought this issue to litigation where 
attorneys’ fees have been involved. 

The deduction is allowed for current 
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expenses “paid or incurred during the 
taxable year” (Sec. 162(a)). If your 
client is on the cash basis, it makes no 
difference when you send him your 
bill. He gets his deduction, if any, when 
he pays. But if he is on the accrual 
basis, when the amount of the fee is 
undetermined and he has no arrange- 





Business held community property after 
Oklahoma passed law; only 1/, of loss 
carried back to husband’s separate re- 
turn. [ Acquiescence.] On July 26, 1945, 
the date Oklahoma adopted community 
property, taxpayer was in the oil busi- 
1946, 
leases sold which had been his separate 


ness. In he had a loss on oil 
property, and a loss from operating his 
business. For the purpose of determin- 
ing how much of this income belonged 
to each spouse so as to carry the losses 
back to the prior year when they filed 
the Court finds the 
leases remained separate property. Loss 
on them is carried back in full to the 
the busi- 
ness is found to be community property, 


separate returns, 


husband’s return. However 
and only one half its loss can go on the 
husband’s return. W.O. Allen, 22TC 70, 


Acq. IRB 1954-47, 5. 


Contributions to state highway depart- 
ment are deductible. The IRS holds that 
contribution for a state highway safety 
campaign, set up the State Department 
and supported by various industries, is 
a contribution to a State or subdivision 
thereof deductible. Rev. Rul. 


54-532. 


and is 


Advertising man who operated a few 
country newspapers not in business of 
financing; bad debts are non-business. 
Taxpayer was, from 1929 to 1939, an 
employee of an advertising firm, and 
from 1939 through 1944, head of his 
own firm. During this period, he bought 
several small-town newspapers in 
financial trouble. In 1944, he sold one 
he had not been able to revive and 
claimed some $30,000 advanced to it 
as a business bad debt. Pointing out 
his full time advertising work, that he 
had made only trifling loans to other 
that the other papers were 
published by corporations of which 
taxpayer was only a stockholder, the 
Court concludes that taxpayer was not 
in the business of lending money. John 


papers, 


Vew decisions affecting individuals 


ment with you that would allow him to 
make a reasonably accurate estimate of 
your charge, the deduction is allowed 
in the year the bill is sent, even though 
the services have been performed in a 
prior year (Cold Metal Process Co., 
17 TC 916, affd, 1 CCH 1953 Tax Ct 
Rep § 9135). 


M. Hickerson. TCM 1954-237. 


Tax relief applicable to sale of residence 
in U.S. and purchase of one aboard. 
The location of the residence sold and 
the one purchased is immaterial in 
determining whether gain on the sale 
is non-taxable to the extent reinvested 
in a new one. Therefore the fact that 
one is in a foreign country will not 
affect the income tax on sale. Rev. Rul. 


54-611. 


Loss on guaranty of employer's note is 
non-business. (Acquiescence.) Tax- 
payer as officer, director and_stock- 
holder of a carnival corporation guaran- 
teed the notes of the corporation. Upon 
insolvency of the corporation he paid 
$3,000 in settlement of his guaranty 
and deducted it as a business bad debt. 
Tax Court held it was a non-business 
bad debt. The legal expenses incurred 
in connection with the guaranty were 
allowed as a loss incurred in a transac- 
tion entered into for profit. Taxpayer 
was allowed to deduct admission taxes, 
withholding and social security taxes 
paid by him for the corporation after a 
revenue agent informed him he was per- 
sonally liable. The court said 
not a volunteer. Peter Stamos, 
No. 108, Acq. IRB 1954-50, 6. 


he was 
28. TC 


Prior joint returns no bar in reporting 
back long-term compensation § on 
separate returns. Taxpayer, a California 
attorney, received in 1945 income 
which was more than 80% of the total 
compensation for services performed 
over a period of more than 36 months. 
He and his wife filed separate returns 
for 1945 whereas they had filed joint 
returns for 1942-1944. Taxpayer and 
his wife computed the additional tax 
attributable to the years 1942-1944 
on the basis of what their tax would 
have been had they filed separate re- 
turns for such years each reporting 
1/, of the long-term income attributable 
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to each of the said years. The Com- 
missioner asserted that the 1945 tax 
should have been computed on the 
basis of joint returns on the ground 
that the joint returns filed in prior years 
constituted a binding election as to the 
computation of their income taxes in 
those years. The Tax Court sustained 
the deficiency without deciding on the 
“binding election” issue. The ninth 
circuit reversed the Tax Court. In the 
Stockley case, 22 TC No. 4, the Tax 
Court, two years after its decision in 
this case, 18 TC 387, disposed of the 
binding election issue by holding that 
taxpayers could, under the long term 
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compensation provisions of Sec. 107, 
make computations on the basis of 


separate returns for earlier years even 
though joint returns had been filed in 
some of those years. In accord with this 
decision the ninth circuit approved of 
taxpayer’s computations in the instant 
case. George K. Ford v. Comm’r, CA-9. 
12/10/54. 


Circus employee’s travel expense not 
deductible. A circus employee who 
used the home of friends in California 
as a mailing address, is denied deduc- 
tion of travel expenses. The Tax Court 
upheld the Commissioner’s contention 
that taxpayer’s home was wherever he 
happened to be with the circus and the 
cost of meals and lodging was a per- 
sonal expense. Similarly, the cost of 
maintaining a trailer where taxpayer 
lived while on tour is held a personal 
expense. Depreciation of an Oldsmobile 
was allowed on a 4-year basis. Nat 
Lewis, TCM 1954-233. 


Mink coat not entertainment expense. 
Taxpayer purchased his wife a mink 
coat and claimed 1/,; of the cost as a 
deduction. The wife wore the coat on 
social business occasions as well as non- 
business ones. The court disallowed the 
deductions on the ground that it was 
not an expense attributable to business 
entertainment. Paul E. Jackson, TCM 
1954-235. 


Taxes and interest on residence may 
not be capitalized. In 1949 taxpayer 
sold a residence he had purchased in 
1944. During his occupancy he had 
paid taxes and mortgage interest which 
expenditure had never been taken as 
an itemized deduction (taxpayer hav- 
ing elected the optional standard de- 
duction). In 1949 the taxpayer at- 
tempted to capitalize his expenditures, 
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thereby reducing the profit on the sale 
of the residence. The third circuit af- 
firms the Tax Court in holding that Sec. 
24(a)(7) permits capitalization only in 
respect of unimproved and unproduc- 
tive realty or realty undergoing devel- 
Megibow v. CA-3, 


opment. Comm’r, 


1/4/55. 


Uncle by marriage not a dependent. 
Taxpayer's wife was raised and sup- 
ported by her aunt’s husband until the 
time of her marriage. The Tax Court 
upholds the Commissioner in disallow- 
ing dependency exemption claimed by 
taxpayers on joint return. An uncle b; 
marriage is not within the definition of 
a dependent. In addition the uncle’s 
maximum al- 
lowed a dependent for 2 or 3 of the 


years claimed. Koester, 23 TC No. 63. 


income exceeded the 


South Carolina tax on drinks not de- 
ductible by The Stamp 
beverages, soft 
drinks, and tobacco are imposed on the 
Nor do they 
qualify as retail sales taxes deductible 


consumer. 
Taxes on _ alcoholic 


wholesaler or retailer. 
by the consumer despite the legal lia- 
bility of another. Hence they are not 
deductible by the consumer. Rev. Rul. 
54-609. 


Exemption for wife upheld. Taxpayer's 
wife lived with her daughter from 
January to March, her husband from 
March to October and then with her 
son for the remainder of the year. Al- 
though taxpayer contributed only $10 
to her support while they lived apart. 
the court found that she had no gross 
her own and was not the 
dependent of another taxpayer. Tax- 


income of 


payer was therefore allowed an exemp- 
tion for his wife. Thomas C. Coleman, 
TCM 1954-236. 
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Raffle prize is gift, not income. Tax- 
payer, while visiting an automobile 
showroom, gave her name to one of the 
employees there who wrote it on a 
card which he then deposited in a 
barrel. A drawing was held later that 
evening and taxpayer’s card was drawn 
from the barrel. Three days later a new 
1949 Ford was delivered to her. The 
sixth circuit affirms the district court 
i: holding the car a gift and not in- 
come. This case follows the Washburn 
decision, 5 TC 1333, where the tax- 
payer $900 from the Pot 
O’Gold program merely for 
answering the telephone. It is distin- 
guished from the Robertson case, 343 
U.S. 711, where the taxpayer won $25,- 
000 for the best symphonic work by 
an American composer and was taxed 


received 
radio 


thereon as income. There was no con- 
test, in the instant case, involving skill, 
labor, or personal service. [Sec. 74 of 
the 1954 Code changes the law of 
these cases by providing that all prizes 
and awards other than scholarships and 
fellowship grants are includible in 
gross income. Ed.] Theo W. Bates, 
Glenn v. CA-6, 12/23/54. 


Lost wallet not proved stolen; no de- 
duction allowed. In front of his house, 
taxpayer paid taxi fare from his wallet 
and 15 minutes later he discovered he 
had lost the wallet. He searched his 
house; the company had_ the 
driver’s report. The taxpayer advertised 
but all in vain. The court says that 
while there is a strong inference it was 
stolen, there is no proof. No deduction 
is allowable for items lost or misplaced. 
J. Maurice Gray, TCM 1954-225. 


taxi 


Payments under separation agreement 
prior to divorce held alimony. (Certior- 
ari denied.) advised that 
alimony received incident to a divorce 
decree would be taxable to her, re- 
fused to agree to the divorce. She there- 
fore entered into a voluntary separation 
cgreement which did, pro- 
vide that its provisions might be incor- 


Taxpayer, 


however, 


porated into a divorce decree and were 
to survive such a decree. Her husband 
later obtained a divorce making no ref- 
erence to or provision for, alimony. The 
second circuit reversed the Tax Court 
and held the payments to be alimony 
taxable to the wife. The wife, while 
opposed to a divorce, realized its possi- 
bility and her failure to appear at the 
divorce action is interpreted as an indi- 
cation of her satisfaction with and un- 


derstanding of the payments as alimony. 
Moses v. Comm’r, 214 F. 2d 912 
(CA-5), cert. denied 1/10/55. 


Transfer of some rights in novel makes 
donee taxable on realization. The IRS 
had held that copyrights are divisible 
in parts. A transfer by a novelist of 
rights to dramatization of his novel 
therefore transfers a property right to 
the donee, who will be taxable on in- 


come derived from exercise of the 
rights. Rev. Rul. 54-599. 
Separation agreement not “incident” 


to divorce when wife opposed divorce; 
payments not taxed as alimony. The 
court follows its position as set out in 
Florence B. Moses, 18 TC 1020, rev'd, 
214 F. 2d 912 (CA-2), that a separa- 
tion agreement is not incident to a 
divorce if one spouse refuses to con- 
sider divorce and the other, subsequent 
to the separation, obtains one. The pay- 
ments are not taxable as alimony to 
the wife. One judge dissents on the 
basis that the prior reversal by the 
second circuit was in accordance with 
Congressional intent, and he states that 
he would consider any agreement 
which survived the divorce as incident 
to it. [Under the 1954 Code payments 
qualify as alimony when made under a 
separation agreement. Ed.] Harold 
Holt, 23 TC No. 57. 

Collection from estate for services 
rendered is income. Taxpayer worked 
as a secretary, bookkeeper, nurse, and 
general agent for a physician at $25 a 
week. When she wanted to leave he 
promised to make a provision for her 
in his will if she would stay. The 
doctor died intestate and taxpayer filed 
a $60,000 claim against the estate, 
settling for $8,500 after a trial resulted 
in a hung jury. The court holds that the 
$8,500 is income and not a gift since 
taxpayer did not sue as an heir but for 
payment for The 
amount received, when added to her 


services rendered. 
base salary, was not in excess of reason- 
able compensation. John Davies, 23 TC 
No. 65. 


Korea no longer a combat zone. Korez 
ceased to be a combat zone at midnight, 
January 31, by executive order signed 
the Ist of January. Note that Rev. Rul. 
54-517 (2 JTAX 123) held that only 
compensation received by the Armed 
l‘orces in Korea was exempt as received 
in a combat zone. Exec. Order 10585. 
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NEW DEVELOPMENTS IN 


Taxation of oil & gas 


EDITED BY GODFREY WM. WELSCH, LL.B., CPA 





New Code clarifies percentage depletion, 


but it also raises new problems 


< Dwicut WiiuiaMs talked about 
* the new percentage depletion pro- 
visions in the 1954 Code at the recent 
of Oklahoma Income Tax 
Conference. We especially liked his 
analysis of the new definition of 
“property,” and his warnings about the 
need for speed in making elections on 
aggregating properties for percentage 
depletion purposes. Mr. Williams, who 
is an Oklahoma City CPA (and past 
president of the AIA) pointed out that 
the depletion formula is the same for 
all natural resource properties, i.e., a 
certain percentage of gross income from 
the property limited to 50% of the tax- 
able income. You will recall that under 
the old Code the limitation was 50% 
of net income. This has been changed 
to 50% of taxable income but there is 
no change in the meaning of the terms 
“net income” and “taxable income.” 
Both the House and Senate reports 
state in effect that the term “taxable 
income from the property” means the 
same as “net income from the property” 
in existing Section 114 (b) (3),(4), 
\), and no substantive change is in- 
tended by the change in the language. 
The Senate report reads in part: “In 
computing taxable income from the 
it is intended that there be 
taken into account all deductible items 
(other than depletion) including such 
administrative and financial 
overhead, expenditures and taxes which, 


University 


property 


items as 


under sound accounting principles, are 
attributable to extraction or processes 
With this back- 
ground there should be no question but 
that the limitation for percentage de- 
pletion is computed in exactly the same 
manner as it was under the 1939 Code. 


treated as mining.” 


Property defined 
The basic element in the computa- 
tion of percentage depletion is the 


property. Percentage depletion is X per 
cent times gross income limited to 50% 
of the taxable income from the property. 
The term “property” has not hereto- 
fore been defined in the statutes. Dif- 
ferences of opinion between the tax- 
payer and the Commissioner have fre- 
quently given rise to disputes even after 
the terms were clearly defined by the 
Commissioner. The definition of prop- 
erty as set out in GCM 24094 has now 
been written into the statute almost 
verbatim. This definition is found in Sec- 
tion 614 of the 1954 Code. It provides 
that “each separate mineral interest 
owned by the taxpayer in each min- 
eral deposit in each separate tract or 
parcel of land may be treated as prop- 
erty.” You can see that this definition 
breaks down the interest by mineral 
deposits, by tract or parcel of land, and 
reduces the concept of the property to 
its smallest possible part. It seems it 
would be difficult to break it down any 
further. 

This limitation of a property to the 
smallest interest can in certain circum- 
stances result in limiting percentage de- 
pletion, particularly when intangible 
drilling costs are high. This will be par- 
ticularly true in the early years of de- 
velopment for it is in those years that as 
much gross income as possible is needed 
so that the 50% limitation does not 
apply. Section 614(b) takes care of 
this problem. 

The former regulations contained an 
option which permitted the taxpayer to 
combine two or more mineral properties 
which were “included in a single tract 
or parcel of land.” This provision was 
somewhat limited and taxpayers fre- 
quently had a great deal of difficulty in 
getting the Internal Revenue Service to 
go along with them on their definition 
of a particular tract or parcel of land. 
The new Code (Section 614(b)) goes 
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beyond the option granted in the for- 
mer regulations and permits the tax- 
payer to aggregate what is called “op- 
erating mineral interests” into operating 
units. You will notice that the key to 
the treatment of properties as part of 
an operating unit is the definition of 
“operating :nineral interests” and also 
the term “part or all of an operating 
unit.” 

The term “operating mineral interest” 
is defined by the Code as including 
only an interest in respect of which the 
costs of production of the mineral are 
required to be taken into account by 
the taxpayer for the purpose of com- 
puting the 50% limitation of depletion 
or which would be so required if the 
mine, well, or other natural deposit 
were in the production stage. This elim- 
inates any type of royalty of over- 
riding interest, which bears no part of 
the production cost, as an operating 
mineral interest. So far as the oil and 
mining businesses are concerned, an 
operating mineral interest is what we 
ordinarily term a working interest. 
There may be some question as to 
whether other interests, for example a 
carried interest, will be included in the 
definition of an operating mineral in- 
terest. Any portion of such an interest 
which may be received during the pay- 
out period is free of production cost 
during the period of time that the op- 
erator is recovering his cost. After this 
has happened then the carried interest 
reverts into an operating mineral in- 
terest and there could be some question 
as to the treatment to be accorded such 
an interest at the time of making an 
election to aggregate operating mineral 
interest into an operating unit. 

The House Bill originally provided 
that a taxpayer who owned two or more 
separate operating mineral interests 
which constitute a part or all of an op- 
erating unit might elect (but only for 
the purpose of computing the allowance 
for percentage depletion) to form an ag- 
gregate of two or more of such interests 
and to treat such aggregation as one 
property or operating unit. 

The Senate amended this provision of 
the bill and provided that the aggrega- 
tion might be made but if made would 
be effective for all income tax purposes 
and not limited to the computation of 
percentage under the 
House bill. 

The Senate Committee report says 
the effect of this amendment is to make 


depletion, as 





164 ° 


The Journal of Taxation * 


the definition of property consistent so 
as to be applicable to the computation 
of both cost and percentage depletion, 
and to the computation of gain or loss 
upon the sale or exchange. This means, 
I think we must assume, that if prop- 
erties are aggregated into an operating 
unit and then later some portion of the 
operating unit is sold, the taxpayer will 
incur difficulty in determining the cost 
of the interest sold and the adjustment 
for depletion and depreciation because 
of the separation of this tract from the 
operating unit. 

The Senate Committee report also 
states that the taxpayer shall be deemed 
to have elected to treat as a separate 
property each interest owned by him in 
the operating unit which he has not 
elected to include within the unit. Sepa- 
rate operating mineral interests which 
constitute part or all of an operating 
unit may be aggregated whether or not 
they are included in a single tract or par- 
cel of land and whether or not they are 
included in contiguous tracts or parcels. 
A taxpayer may not elect to form more 
than one aggregation of operating mine- 
ral interests within one operating unit. 


Determination of “operating unit” 

The term “operating unit” is not de- 
fined in the statute but the committee 
report states that it is “susceptible to a 
reasonable interpretation. In general, 
the term contemplates an aggregation 
only of interests which may be con- 
veniently and economically operated to- 
gether as a single working unit. Thus, 
interests which are geographically wide- 
spread may not be considered parts of 
the same operating unit merely because 
one set of accounting records is main- 
tained by the taxpayer, or merely be- 
cause the products of such interests are 
processed at the same treatment plant.” 

For example many oil operators own 
leases in the same vicinity that ordinar 
ily lend themselves to operations as a 
unit. An operator may own three oil 
and gas leases which are isolated from 
the rest of his operations and which, ex- 
cept for the fact that he may have to 
account to the royalty owners under 
each tract for their proportion of the 
oil, he operates as a unit. He 
have acquired these properties at vari- 


may 


ous times under different assignments 
or leases and developed them at dif- 
ferent times. He may treat these three 
leases as an operating unit and com- 
pute his depletion and depreciation and 
report his income and expenses as 
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though the leases were one property. 
Such treatment has some decided ad- 
vantages but on the other hand it 
might result in some unfavorable limi- 
tation of percentage depletion. 

In any event, the information as to 
each group of properties which might 
be aggregated will have to be carefully 
studied. Once the taxpayer has elected 
to aggregate some properties and ex- 
clude other properties within an operat- 
ing unit, he may not thereafter alter his 
position either as to the properties which 
he has put into the unit or the proper- 
ties which he has left out without first 
obtaining permission from the Secretary 
of the Treasury. 

He may, however, bring additional 
properties into the unit without the 
consent of the Secretary if they are new 
properties acquired and developed by 
him in the year in which they were 
added to*the unit. The election to put 
the properties into an operating unit 
must be made (under the provisions of 
regulations to be prescribed by the 
Commissioner) not later than the date 
at which a timely income tax return is 
filed either for the first taxable year 
December 31, 1953 
(probably for most of our clients this 
will be the calendar year 1954) or “the 
first taxable year in which any expendi- 


beginning after 


ture for exploration, development or 
operation in respect of the separate op- 
erating mineral interests is made by the 
taxpayer after the acquisition of such 
interest.” 

The fact that this election must be 
made at such an early date poses quite 
If the regulations follow 
the literal provisions of the statute an 
election must be made when the first 
exploratory expenditure is made. I pre- 
sume this would be expenditures for 
seismograph or other geographical work 
which might be made to determine 
whether or not the drilling of a well is 


a problem. 


desirable. If this is true, then the elec- 
tion must be made even before it can be 
determined that there will be produc- 
tion and any necessity for an operating 
unit. If, on the other hand, the regula- 
tions provide that the election must be 
made in the first return for the year in 
which it is determined that the prop- 
erty will be a producing property, then 
the problem of making the election be- 
comes much simpler. The preliminary 
regulations which have been issued pre- 
scribe that the election shall be made 
in a statement attached to the return 
which describes the interests that are 


to be aggregated. 

In. the meantime the operators are 
faced with the problem of analyzing 
their operations of producing proper- 
ties to determine which properties, if 
any, and the combination of various 
properties which will give the greatest 
benefit from aggregating or omitting 
from the unit. When we consider that 
for most of these operators this election 
must be made by the time the 1954 
income tax return is filed, it means that 
there is little time for this study. I am 
quite sure that for many people this 
question is one which is important in 
the dollars of taxes saved. There can 
be some instances where it will be de- 
sirable to omit producing tracts from an 
operating unit if the development on 
the remainder of the tract 
carried out in a short time and might 
reasonably be anticipated to limit the 
deduction for percentage depletion. 
This is a problem which will have to 
be solved by the operating personnel, 
the accounting department, and the tax 
people all working together to analyze 
income and expenses as well as future 
development and operations of the vari- 
ous tracts in an effort to determine the 
maximum benefit to be derived from the 
aggregation of these tracts into operat- 
ing units. 

The Code also provides that non- 
operating mineral interests may be ag- 
gregated into operating units, but this 
election is limited to interests in the 
same or contiguous tracts and the con- 
sent of the Secretary must be obtained 
after a showing of undue hardship. 
The only reasons I can think of why a 
taxpayer might wish to aggregate non- 
operating mineral interests is that he 
may own interests under one tract ac- 


is to be 


quired at different times or he may have 
acquired interests in adjoining tracts 
which the operator has acquired under 
one lease and for which the purchaser 
pays him for his interest in the sales all 
in one check. Having acquired the in- 
terests at different times there would 
be difficulty in making an allocation of 
the income from these interests to the 
several properties. This could result in 
an undue hardship. For example, I 
know of one royalty owner who ac- 
quired a small mineral interest under 
approximately 1,000 acres of leases at 
one time. There are several operators 
and a number of leases. It has always 
been a difficult task to separate the in- 
come from this mineral interest to the 
various tracts. It may be that this pro- 
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vision of the Code was inserted to re- 
lieve the taxpayer from the necessity of 
making such separation. Actually, it 
makes no difference in the amount of 
allowable percentage depletion as to 
whether or not the income is separated. 
\s in the case of operating mineral 
interests if the election to aggregate 
the interest is made, it is for all pur- 
poses under the income tax law and not 
merely for the purpose of computing 
percentage depletion. % 


Commissioner erred in deducting sid- 
ing rent paid from depletion base. (Ac- 
quiesence). The Commissioner deducted 
railroad siding rent from taxpayer's 
gross income from mining and allowed 
percentage depletion on only the re- 
mainder. The court held that since no 
mining rights were attached to the 


siding property, this rent was not “rent 
or royalties . paid . . . in respect 
of the property” which by statute are 


deducted from the percentage deple- 
Helen C. Brown, 22 TC 58, 


tion base. 


Acq., IRB 1954-52, 6. 
Assignment of in-oil payment, until 
fixed amount is collected, is sale. Tax- 


payer had the right to receive some 
$895,000 from oil production (an in-oil 
payment). The right was agreed to be 
a capital asset. Collection, if made by 
the taxpayer, would be depletable ordi- 
nary income. He assigned this right to 
a contractor for such time as it took 
the contractor to collect $120,000 (the 
cost of a home contractor was building 


for the taxpayer). The Commissioner 
argued that the taxpayer merely at- 
tempted to assign future income. The 


Tax Court agreed with the taxpayer 
that he had carved out and sold a prop- 
erty right and that the proceeds are 
gain. Five judges dissented: 
While true that the Supreme Court held 
in the 300 U.S. 5, that as- 
signment of all the income from a trust 
may be treated as a transfer of corpus, 


capital 


Blair case, 


this case differs in that the assignment 
was for a limited time only. John David 
Hawn, 23 TC No. 64. 

Cash discounts reduce gross income for 
percentage depletion. In determining 
gross income for percentage depletion 
purposes, where a prepayment discount 
is involved, the gross selling price may 
be used only in those cases where the 
discount is a cash and not a trade dis- 
count and where it represents a fair 
interest rate. Rev. Rul. 55-13. 


NEW DEVELOPMENTS IN 


EDITED BY JOSE! 


1S. MARTEL 





Interstate business wins round 


against gross receipts 


NTERSTATE BUSINESS won its hard- 

fought battle against the New York 
City business privilege tax when the 
Supreme Court, on January 10, refused 
tc hear the city’s appeal in the United 
Piece Die Works case, 307 N.Y. 780 
aff g 282 A.D. 60. The New York courts 
held that United, a _textile-processing 
firm with plants in a few states, was not 
subject to New York City’s tax on gross 
receipts of in-city deliveries growing 
out of orders accepted outside the state. 

Other interstate businesses operating 
in New York may now discover that 
they have paid taxes of this character 
from which they are entitled to relief 
and even to refunds. M. D. Griffith, the 
executive vice-president of the New 
York Board of Trade, has, therefore, 
sent members of the Board an opinion 
written by the Board’s general counsel, 
Edwin M. Otterbourg on the status of 
state and municipal taxes. Mr. Otter- 
bourg has given us permission to print 
this opinion: 


Major New York cases 

From time to time during the past 
five years or thereabouts I have been 
asked for opinions by the Board with 
regard to what are the limits to which 
the New York City gross receipts tax 
can apply to the incidents of interstate 
commerce. Of course, I have consist- 
ently given opinion that a gross 
receipts tax on the incidents of such 
commerce would be held unconstitu- 
tional. The decision of the Supreme 
Court in denying certiorari in the 
United case has gone far to settle the 
question in New York. 

Since the question will repeatedly 
recur as to whether or not certain kinds 
of municipal and state taxation are un- 
constitutional because they relate to in- 
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my 


tax 


terstate commerce, I take this oppor- 
tunity to present the following for your 
consideration: 

To begin with, municipalities and 
even some state authorities do not per- 
mit doubts as to the constitutionality of 
interfering with interstate commerce to 
check them from the pursit of this fer- 
tile source of revenue. Here in New York 
the attempt has been made by a “gross 
receipts tax” to reach the proceeds of 
out-of-state concerns on billings to cus- 
tomers in this city. For example, 95% 
of the total billings of the United Piece 
Dye Works were to customers in New 
York City, although their plant and 
main office were located outside New 
York City. It is true that they had a 4- 
or 5-story building in the city from 
which they serviced their accounts by 
advice, sales promotion, advertising and 
claim handling and they employed in 
that office some 13 persons devoted to 
soliciting and promoting United’s serv- 
ices. The courts of New York consist- 
ently held, however, that the city was 
wrong in seeking to tax the billings, 
and now the decision of the Court of 
Appeals is final. 

In a previous case it had been held 
that the activity of United Air Lines in 
soliciting an average of over $2,000,- 
000 of air line traffic from New York 
customers was not subject to the gross 
receipts tax, although the Air Lines had 
offices, hangar, and repair shop in this 
city and employed about 350 people 
and performed some $12,000 worth of 
services for other lines in New York. 
Also, in a previous case, the gross re- 
ceipts tax had been held not to apply 
to the National Steel Corp., although it 
maintained an office in the City of New 
York from which salesmen or solicitors 
went forth, whose orders so solicited 
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were forwarded to National Steel's 
home office outside of the city for ac- 
ceptance or rejection. 


Direct or indirect tax 

The basic principal by which all of 
these cases were decided against the 
taxing authorities was that the activities 
of these out-of-state concerns sought to 
be taxed were only incidental services, 
directly promotional or otherwise in- 
cidental to their interstate operations 
and that a gross receipts tax upon such 
interstate commerce was therefore un- 
constitutional as a direct interference. 

However, the ingenuity and persist- 
ence of our tax gatherers equals that of 
our constitutional lawyers, and as more 
and more cases have held that a gross 
receipts or licensing tax was a “direct” 
interference with interstate commerce, 
these municipal and state authorities 
have turned to income taxes as an “in- 
direct” and therefore constitutional tax 
on out-of-state corporations. Such in- 
come tax statutes are already enacted in 
California, Pennsylvania, Michigan, 
Colorado, Louisiana, and Georgia. 
Whether these statutes will be held 
constitutional as applied to the solicita- 
tion of orders incident to purely inter- 
state commerce is still a subject of litiga- 
tion. 


The Georgia experiment 

In the State of Georgia for example, 
they have adopted an income tax stat- 
ute ostensibly only taxing the profit on 
business being done in their state but 
actually expanding the application of 
the statute by a definition of what they 
mean by “business” as follows: 
transactions for 
the purpose of financial profit or gain, 


“Any activities or 


whether or not such corporation quali- 
fies to do business in this state, and 
whether or not it maintains an office or 
place of business within this state, and 
such activity or 
transaction is connected with interstate 


whether or not any 


or foreign commerce.” 

Under that 
Georgia taxing 
tempted to tax such clearly interstate 


statute, the 
authorities 


form of 
have _at- 


business as business solicited from a 
local office in that state by resident 
salesmen and in another case, business 
solicited by a concern having no office 
and only one resident salesman, and 
finally an extreme case where the busi- 
ness was solicited by mail only. Two 
test cases now about to be instituted in 
the Georgia courts involve the Stock- 
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ham Valves & Fitting Co. and the Lib- 
erty Trouser Co., both of Alabama. 


Future developments 


There is, of course, continuous pres- 
sure on the City of New York to raise 
additional revenue by taxation. If in 
any state outside of New York the high 
court should hold that a local income 
tax applying to out-of-state concerns is 
constitutional, we may well expect that 
form of law to be attempted here. In- 
deed, we may not have to wait that 
long because there are presently signs 
that in the coming negotiations between 
the city and the state serious considera- 
tion and thought may be given to some 
kind of a New York City income tax. 

This opinion has been prepared by 
me by way of information on the pres- 
ent tax trend, of which everyone should 
be fully aware. The possible applica- 
tion of the cases referred to and those 
which may still come up must be con- 


sidered carefully by each individual 
company in consultation with counsel 
of that company’s choosing. Obviously, 
the facts of each company’s business 
differ as well as some of the provisions 
of the various statutes and, therefore, 
each company’s case must be individu- 
ally assayed. 

[Also of interest on this subject is the 
recent (Jan. 31) dismissal by the U.S. 
Supreme Court (on purely technical 
grounds) of an appeal by Gulf Oil Co. 
The New York Court of Appeals had 
upheld Gulf’s contention that New York 
City’s minimum allocation figures for 
computing gross receipts tax were 
wrong; that actual figures should be 
Gulf contends that the sales in 
question are interstate, hence not sub- 
ject to the tax at all. Gulf indicates it 
will appeal to the New York Court of 
Appeals again when New York City 
Controller establishes a new allocation 
formula. Editor] * 


used. 


State tax barriers raised 


against interstate commerce 


— EFFORTS OF THE STATES to tax 
interstate commerce moving among 
them has raised an exceedingly difficult 
problem. Writing in the University of 
Pittsburgh Law Review (Vol. 16, p. 
82), Robert C. Brown, law professor at 
that University, in a review of Paul 
J. Hartman’s book, State Taxation of 
Interstate Commerce, discusses the 
problems that beset both the state and 
federal governments in this area. 
The danger of state tax barriers to 
interstate commerce is far from negligi- 
ble especially as political checks are 
largely lacking when the burden of a tax 
falls primarily upon outsiders. Invariably 
and properly, attempts by states to dis- 
criminate against interstate commerce 
have been struck down, though what 
constitutes such discrimination is not 
But too severe 
limitations on state taxing power in this 


always indisputable. 


respect means discrimination in favor 
of interstate commerce—no less unjusti- 
fiable than discriminations against it. 


Conceptualistic tests of Court 


There would seem to be no difficulty 
in proving that this requires a test of 
reasonableness and common sense. To 
apply even such a test is not easy, and 
there would still be differences of 


opinion. But unfortunately the Supreme 
Court has rarely purported to use such 
a test. It has often done so in fact, but 
it has usually purported to use purely 
conceptualistic tests—with results, to 
say the least, which are quite unsatis- 
factory. There is, for instance, the at- 
tempt to distinguish 
“local” subjects of possible regulation, 
though this has not had much effect 
with respect to taxation where the state 
power is apparently regarded as _nar- 
rower than with respect to regulation 
in general. But this is shown to be 


“national” and 


largely a battle of words, as is the 
allied distinction between “exclusive” 
and “concurrent” powers. 

More clearly applicable to taxation, 
but no more realistic, is the attempted 
distinction between “direct” and “in- 
direct” burdens on _ interstate com- 
merce—the former not permissible, the 
latter all right. The court has often said, 
and occasionally does so yet, that a 
state may not tax in any way or to any 
extent the privilege of carrying on inter- 
state Spector Motor 
Service v. O'Connor, 340 U.S. 602 


commerce. See 


(1951). But this restriction, if applied 
rigidly, would practically exempt inter- 
state commerce from state taxation, and 
it can usually be evaded by careful 
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draftsmanship of the taxing statute. 
Along the same line, and. no doubt 
partly to permit some aileviation of the 
rigidity of the last test, the Court has 
frequently sought to distinguish the 
Tweedledum of measure of the tax from 
the Tweedledee of its subject. This 
sometimes saves a state tax that the 
Court wants to have, but Mr. Hartman’s 
contention that the concept is neither 
realistic nor helpful in telling the states 
what they may or may not do seems 
unanswerable. 
Then we have the distinction—no 
doubt for somewhat the same purpose 
interstate 
commerce, which are taxable, and the 
which the 
This is 


between local incidents to 


non-local incidents, states 


somewhat 
objective—for example, one can 


h between 


must leave alone. 
more 
distinguis manufacturing, 
though the product is to go largely or 
even exclusively in interstate commerce, 
and the commerce itself. But it is not 
always realistic. For instance, discrimi- 
nation here should and probably would 
be invalidated. And occa- 


sionally happens, the Court finds “local 


when, as 


incident 
to interstate transportation, one agrees 
the author that 
test would be more understandable and 


incidents” which are merely 


with a more realistic 
more workable. 

\ more pleasing test is the “multiple 
test, appearing in the late 
and largely formulated by 
Chief Justice Stone. The thought is that 

state tax on 


burden” 
Thirties, 
interstate commerce 
should be valid if a multiple burden 
result 


does not from another state or 
states taxing essentially the same things. 
\ single non-discriminatory state tax 


does not burden interstate commerce 
unduly since intrastate commerce bears 
a comparable burden. 

This test then real- 


ism and is certainly a great improve- 


has substantial 
ment upon the others previously men- 
tioned. But its precise application is 
often disputable, and it must be applied 
with with an 
primarily to practical rather than theo- 


discrimination and eye 
retical considerations. Even Chief Jus- 
tice Stone himself did not always apply 
the test realistically; nevertheless it 
would appear the best of the formal 
tests which the Court has yet devised. 

this last test 
less than a decade, definitely and even 
repudiated, Freeman v. 
329 U.S. 249 (1946), and the 
Court has gone back to the old tests— 
whatever they are. Not all the decisions 


In any event was, in 
expressly 


Hlewit, 


since this regretable relapse have been 
bad, but some certainly have been, 
especially Freeman v. Hewit and Spec- 
tor Motor Service v. O'Connor, supra. 
Worse yet, we have exchanged a help- 
ful and reasonably workable standard 
for almost none at all—at least 
that anyone understand or have 
reasonable hope of complying with in 
advance. 


none 
can 


Principal forms of state taxes 

It is recognized that non-discrimina- 
tory property taxes rarely affect inter- 
state commerce. Some believe the states 
should have the power to tax goods in 
transit through them. There are, how- 
ever, serious doubts on this score; a 
fair apportionment would be almost im- 
possible, and multiple burdens would 
be very likely. 

In the gross receipts 
taxes, sales and use taxes are the most 


category of 


important. The Court has been, in gen- 
eral, too prone to condemn state sales 
taxes applying to interstate transactions, 
but it is recognized that use taxes can 
fill this gap to a considerable extent. 
But use taxes are hard to collect, and 
to the inevitable difficulties, the Su- 
preme Court has added technical and 
burdensome restrictions. The situation 
is made even worse by the very recent 
decision of Miller Bros. Co. v. Mary- 
land, 347 U.S. 340 (1954). This is in- 
deed quite unsatisfactory; but on the 
other hand, the Court has not yet made 
it clear that a use tax should not be 
permitted to be imposed unless there 
is an allowance for other state sales or 
similar taxes actually imposed. If such 
allowance is not made, there is quite 
clearly an unfair burden on interstate 
commerce. 

Another problem is state capital stock 
taxes—which raise many problems of 
definition and jurisdiction not directly 
involved here. But it has been pointed 
out that the Court tends to invalidate 
such impinging on_ interstate 
commerce unless they have a definite 


taxes 


maximum. Such a test is justly criticized 
as illogical, but it may have some prac- 
tical sense, as considering the amount 
of the burden. That the states are given 
greater excluding foreign 
corporations than in evicting them is 
recognized and guardedly approved, 
and here there is the same lack of strict 
logic, but considerable practical sense. 


powers in 


The Supreme Court has recognized 
that state net income taxes rarely seri- 
ously burden interstate commerce, but 
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in a few cases (notably Spector Motor 
Service v. O'Connor, supra) they have 
been invalidated on largely conceptual 
grounds. It would seem right that all 
such taxes should be sustained unless, 
of course, they discriminate 
interstate commerce. 


against 


Remedies available 

The general situation, then, is quite 
unsatisfactory. It might, to be sure, be 
a lot worse. The Court has often sensibly 
declined to follow its own mechanical 
theories. But it does so too often—with 
unjust results on both sides—and, worse 
yet, one never knows beforehand what 
the Court will do. Some remedies are 
needed, and we now consider the sug- 
gestions of Prof. Hartman. 

The first is that the Court use more 
realism, i.e., more economic realism, 
and less theoretical (and therefore abso- 
lute) propositions in deciding cases in- 
volving this general problem. Of course, 
this will not produce absolute precision 
or agreement, but the result of a whole- 
hearted acceptance of this point of view 
by the Court would be much greater 
predictability of result and, more im- 
portant, fairer results. 

But there would still be some uncer- 
tainties, and besides, as has happened 
before, the Court might backslide after 
accepting the change. To avoid this 
difficulty, Prof. Hartman suggests legis- 
lative assistance, i.e., that Congress pass 
a statute (or statutes) explicitly defin- 
ing the powers of the states to tax inter- 
state transactions and, of course, the 
limitations on such powers. 

There seem to be no legal difficulties 
in this solution; the power of Congress, 
while probably not unlimited, is broad 
enough to enable it to lay down such 
rules, And it would certainly result in 
as much precision as is practically pos- 
sible. There are, however, two difficul- 
ties of some weight. One is that Con- 
gress is hardly competent to draw such 
necessarily rules—though 
undoubtedly it can get outside help. 
More serious is the fact that Congress, 
even when it can be persuaded to re- 


complicated 


frain from displaying itself on television 
or otherwise wasting its time, is really 
very busy and hardly has time to carry 
out its absolutely necessary and press- 
ing functions. For these reasons, scepti- 
cism remains as to whether complete or 
even substantial relief of this sort can 
come immediately, but whatever can 
be done along this line is well worth 
doing. w 
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“Contested tax’? doctrine doesn’t 


apply to foreign tax credit 


N A RATHER CASE in- 

volving the foreign tax credit, the 
Southern District of New York recently 
decided that the so-called “contested 
tax” doctrine of Dixie Pine v. Commis- 
sioner, 320 U.S. 516 (1943) does not 
apply in the foreign tax credit area. 
Cuba Railroad Company v. United 
States, (DO, NY, 1954). The facts are 
not clearly stated but it appears that 
the taxpayer in this case paid a con- 
tested Cuban tax deficiency for a prior 
year whether the 
amount of that deficiency was available 
as a foreign tax credit in the year of 


INTERESTING 


and the issue was 


payment or in the year to which the de- 
ficiency related. 

The 
basis and the Commissioner urged that 
the tax was not accruable in the year 


taxpayer was on the accrual 


to which the deficiency related because 
the taxpayer contested his liability. The 
Court rejected the argument by stating 
that it did not believe the “contested 
tax” doctrine should apply to this case 
in view of Section 131(c) which pro- 
vides that the foreign tax credit should 
be taken in the year in which the taxes 
of the foreign country accrued. Appar- 
ently, the Court construed the “con- 
tested tax” doctrine as meaning that 
the tax in any event accrues in the year 
in which the facts giving rise to the 
liability take place but that where the 
liability is contested, the deduction is 
allowed only in the year of payment. 


Basis of decision 

While we believe that the Court has 
reached the correct result in this case, 
the reason given therefor appears to be 
inadequate. 

Certainly, the result reached is con- 
sistent with the congressional policy 
underlying the foreign tax credit. Be- 
cause of the limitations in the credit 


(presently, the “per country” limita- 
tion), may readily arise 
where the taxpayer could be completely 
deprived of his credit unless the foreign 
tax paid may be credited in the year 


situations 


in which the foreign income was earned. 
In order to prevent this inequity, Con- 
gress has provided that the taxpayer 
may use the accrual method for com- 
puting his foreign tax credit irrespective 
of the method of accounting employed 
in keeping his IRC Section 
905(a). It is doubtful, however, that 
this provision is intended to have any 
effect on the normal rules of accrual 
and, had Congress said nothing further 
on the subject, it is doubtful that the 
result in the Cuba Railroad case would 
be sustainable notwithstanding the ob- 
vious fairness of its result. Certainly, if 
the taxpayer had sought to credit the 
tax while still contesting the liability 
therefcr, it is doubtful that any other 
result could be reached but that the 
credit was unavailable. In the instant 
case, however, the tax had been paid, 
and the result reached is not justifiable 
on the grounds that the “contested tax” 
doctrine is inapplicable to the foreign 
tax credit but rather on the basis of the 
provisions of Section 905(c) (Section 
131(c) of the 1939 Code). This Sec- 
tion provides that “If accrued taxes 
when paid differ from the amounts 
claimed as credits by the taxpayer, . 

the taxpayer shall notify the Secretary 
or his delegate, who shall redetermine 
the amount of the tax for the year or 
years affected.” 

In other words, regardless of the 
proper time of accrual of the contested 
tax, a deficiency which is later paid 
does not, in the case of an accrual-basis 
taxpayer, affect the current credit but 
serves to adjust the credit for the year 
to which the tax relates. Because of 


books. 
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this express statutory provision, it is 
not necessary to take the extended posi- 
tion that some peculiar rules of accrual 
relate to this area that do not apply 
elsewhere. The same result can be 
reached via a determination that a con- 
tested tax is not accruable while it is 
being contested but that once paid, it 
becomes necessary -to apply Section 
905(c) since at that point the taxes ac- 
crued differ from the taxes when paid. 
While the Court did cite Section 
131(c), it did not spell out adequately 
the argument which justifies the result 
it reached. There are those who might 
well take issue with a ruling that a con- 
tested tax may be accrued but it is sub- 
mitted that in light of Section 905(c), 
there can be no quarrel with the result 
reached in the Cuba Railroad case. 


Administration urges credit 
for foreign taxes not paid 


A NEW DIRECTION in encouraging for- 
eign countries to give tax concessions 
is reflected in the remarks of Secretary 
of the Treasury Humphrey at the recent 
meeting of the Ministers of Finance at 
Rio de Janeiro. This is substantially the 
same view subsequently taken by Presi- 
dent Eisenhower in his tax recommen- 
dations to Congress, from which we 
may infer that the program outlined 
by the Secretary has the blessing of 
the administration. 

Mr. Humphrey held out the hope 
for treaties which would allow a for- 
eign tax credit for taxes not paid to a 
foreign country. He said: 

“We are prepared to explore with 
individual countries the possibilities of 
the tax treaty as a medium for creating 
a more favorable tax climate for inter- 
national trade and investment. For ex- 
ample, one of the matters which might 
be considered in treaty discussions is 
how the United States might give rec- 
ognition to tax concessions made to for- 
eign capital by the country where the 
investment is to be made. Under proper 
safeguards, we would be prepared to 
recommend giving credit for general 
foreign income taxes which are waived 
for an initial limited period as we now 
grant credit for taxes which are im- 
posed. Such a measure as this will give 
maximum effectiveness to your 
laws designed to encourage new enter- 


~ 


own 


prises.” 
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New Ruling permits election 
for British dividends 


REVENUE Ruuinc 54-533, announced 
last month, describes the operation of 
Article XIII of the United Kingdom In- 
come Tax Convention which takes the 
sting out of the Biddle decision (302 
U.S. 573). 

That case held that the tax payable 
in respect to dividends British 
corporations was imposed on the corpo- 


from 


ration, rather than on the shareholder. 
Thus, American shareholders could not 
add the British tax to their net dividend 
received and report the total as income, 
for U.S. tax purposes, claiming credit 
for the foreign tax. However, the Con- 
vention permits the credit to be claimed 
provided the amount of the British tax 
is included in income. 


Operation of British tax 

This ruling is based on the peculiar 
British 
which is in form imposed upon the 
giving, 
corporation the right to reimburse itself 
out of the dividend for the amount of 
tax paid. Inasmuch as the Biddle case 
had held that this tax was not imposed 
upon the shareholder, shareholders of 
British corporations would, but for the 
Treaty, be unable to claim the foreign 
tax credit with respect to the taxes ap- 
plicable to the dividend even though 
the tax is in fact borne by them. Under 
this theory the amount of the tax is 
of the dividend and the 


nature of the dividend _ tax 


corporation, however, to the 


not a part 


amount includible in income is the 
amount actually received. Hence, the 
statement in the ruling that share- 
holders claiming the optional standard 
deduction (and who therefore are in- 
eligible to claim a foreign tax credit to 
any extent) may include in income the 
net amount received would apply even 
in the absence of a treaty. Under the 
lreaty, however, the taxpayer may elect 
to increase the amount of the dividend 
by the tax applicable thereto and claim 
the foreign tax credit for the amount of 


the tax. 


Election under treaty 
The election afforded by the Treaty 


is, of course, limited to shareholders 


of British corporations. However, the 
rule that only the net amount of divi- 
dends need be reported would apply 
to shareholders of any _ corporation 
where the dividend tax imposed by 
is considered to 


the foreign country 


be imposed on the corporation rather 
than on the shareholder. In the latter 
instance the Biddle case would pre- 





U.S. citizen in Alaska entitled to ex- 
tension of estimate due date to June 
15. The Regulations provide that a 
citizen of the U.S. outside the “Con- 
tinental U.S., Hawaii and Puerto Rico” 
is entitled to file his declaration of esti- 
mated tax on the 15th day of the 6th 
month of his taxable year. The IRS by 
analogy with other interpretations, 
rules that Alaska is outside the “Con- 
tinental U.S.” and therefore a U.S. 
citizen, on a calendar year, in Alaska 
can file by June 15. Rev. Rul. 54-582. 


American citizen, working overseas in- 
definitely, is resident of a foreign coun- 
try. Taxpayer, a U.S. citizen, in 1948 
entered the employment of the Bechtel 
interests in Saudi Arabia. He worked 
there until 1951 when he was trans- 
ferred to Lebanon. In 1952 he 
transferred by the same employer to 
Venezuela. He vacationed in the U.S. 
for a month in 1949 and another in 
1951. His wife, who remained in the 
U.S., had instituted divorce proceed- 
ings. The IRS holds that for 1949 the 
taxpayer was a bona fide resident of 
Saudi Arabia and that his actions re- 
flect an intent to stay away indefinitely. 
His income earned abroad is exempt 
from U.S. tax. Leonard H. Larsen, 23 
TC No. 79. 


was 


Payments to foreign corporation for 
manufacturing “know how” subject to 
withholding. A U.S. 
tracted for the right to use the tech- 
nical “know how” of a foreign corpora- 
tion. Payments made under the con- 


corporation con- 


tract were royalty income from a source 
within the U.S. and therefore subject 
to withholding. Payments made for 
technical abroad _ to 
ployees of the domestic corporation did 
not constitute income from 
within the U.S. and are not subject to 
withholding. Rev. Rul. 55-17. 


instruction em- 


sources 


Credit allowable for U.K. income tax. 
A British national residing in the U.S. 
is entitled to credit against his U.S. tax 
for income taxes paid the United King- 
dom, provided he does not elect to use 
the optional standard deduction in com- 
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clude a foreign tax credit and the 
amount of the income would be the 
net amount of the dividend. 





puting his U.S. tax liability. The 
United Kingdom satisfies the similar 
credit requirement of Sec. 131(a), 
1939 Code (substantially the same as 
Sec. 901, 1954 Code). Rev. Rul. 55-16. 


Tax convention with West Germany in 
effect. On December 20, 1954, the 
“Convention for the Avoidance of 
Double Taxation with Respect to Taxes 
on Income” between the United States 
and the Federal Republic of Germany 
was brought into force by virtue of an 
exchange of instruments of ratification 
at Bonn. It is effective for taxable years 
beginning in or after January 1, 1954. 
State Dept. Release No. 724. 


Property seized by Alien Property Cus- 
todian may be involuntarily converted. 
Property seized by the Alien Property 
Custodian may be subject to the in- 
voluntary conversion provisions applied 
under the Trading with the Enemy Act 
as to computation of taxes. Rev. Rul. 
54-594. 


No income or estate tax on non-resi- 
dent, non-business alien’s deposit in 
Mutual Savings Bank. Because the re- 
lationship between a depositor and the 
Mutual Savings Bank is that of creditor 
and debtor, such deposits are bank de- 
posits and as such are not includible in 
the taxable 
alien not engaged in business in the 


estate of a non-resident 
U.S. Likewise, they are deposits inter- 
est on which is not subject to income 
tax when held by a non-resident alien 
not engaged in business in the U.S. 
Rev. Rul. 54-623. 


U.K. refund forms available in Man- 
hattan. Forms have been prepared by 
the Board of Inland Revenue of the 
U.K. for use by U.S. residents or cor- 
porations seeking relief from, or repay- 
ment of, tax deducted from interest, 
dividends, royalties, pensions, and an- 
nuities. Since the demand for these 
forms is limited, they are available 
from the District Director, Lower Man- 
hattan, only; other directors have a 
complete set of forms for reference. 
I.R. Circ. 54-116. 








DEVELOPMENTS IN 


BY PETER G. DIRR 





Michigan’s new approach to 


unemployment insurance 


- VIEW OF THE PRESSURE currently 
being brought to bear to liberalize 
the amount and duration of unemploy- 
ment insurance benefits and consider- 
ing that practically all of the state leg- 
islatures are currently meeting, it seems 
appropriate to consider the “Michigan 
Formula” in greater detail at this time. 
We summarized (jrax, July 54) vari- 
ous changes made in the Michigan Un- 
employment Insurance Act. One fea- 
ture of the amendments resulted in the 
discontinuance of the dependency bene- 
fits as such and the substitution therefor 
of variable maximum benefits based on 
a combination of earnings and depend- 
ents. It presents a uniquely different 
approach to a serious problem. It is an 
approach which has provoked wide- 
spread interest and which deserves seri- 
ous consideration not only in the eleven 
states presently providing dependency 
benefits but in the other states as well. 

The best description of the “Michi- 
gan Formula” that we have seen is con- 
tained in an article written by Senator 
James M. Teahen, Chairman of the 
Committee on Labor of the Michigan 
State Senate. Mr. Teahen was largely 
responsible for the introduction and 
adoption of this new approach. We 
quote from his article as it appeared 
in the American Economic Security pub- 
lication of the U.S. Chamber of Com- 
merce: 


Maximum benefits varied 

The revised formula for benefit rates 
contains a number of new features 
which will probably be of general in- 
terest. Perhaps the most significant of 
these is the idea of establishing different 
maximum benefit rates for claimants 
having differing family obligations and 
different income withholding tax rates. 
Interestingly enough, this new concept 


was accompanied by de-emphasis of 
dependents’ allowances, which had been 
a feature of the Michigan law for 9 
years. 

Like all other state legislatures, the 
Michigan Legislature is perennially 
faced with urgent demands for increases 
in maximum benefit rates. These de- 
mands are supported by various types 
of rule-of-thumb arguments; and the 
counter-arguments are usually open to 
the same characterization. 

In Michigan, as the 1954 Legislature 
convened, these rule-of-thumb stand- 
ards yielded conflicting results. In terms 
of the purchasing power of the benefit, 
the fact was that Michigan’s average 
benefit check had more than kept pace 
with increases in the cost of living. 
When we made comparisons with the 
other states, we found that Michigan 
ranked right at the top in the size of 
its average payments. From the stand- 
point of the relationship of the maxi- 
mum benefit to the statewide average 
wage, there seemed some evidence that 
the adequacy of the maximum benefit 
had declined, but this picture became 
quite confused. 

Various proponents of higher rates 
used several different figures purporting 
to be the average weekly earnings of 
Michigan workers. Others argued that 
the official average earnings figures were 
distorted by executive salaries, recent 
heavy overtime work at premium pay, 
etc. It was also contended that the 
maximum benefit rate should not be 
related to average gross weekly earn- 
ings but to average net earnings after 
deducting federal income and social 
security tax withholdings. This seemed 
a reasonable contention since withhold- 
ing taxes did not apply in the earlier 
years of the program and therefore cur- 
rent wages should be adjusted for tax 
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deductions to arrive at a comparable 
figure. 

There was no consensus about what 
was the proper relation between the 
maximum benefit rate and the state- 
wide average wage. Some said the maxi- 
mum should be set at 50% of the state- 
wide average, others at 69% and still 
others at two-thirds. 


Benefits and incentive 


In considering benefit levels in terms 
of the public interest, the Legislature 
was concerned not only with the ade- 
quacy of benefits for the unemployed 
workman but also with the effect of 
benefit payments on his incentive to 
seek and accept new work. While it is 
a good thing to provide some continued 
income to persons who are unemployed 
through no fault of their own, the Leg- 
islature knows that there can be “too 
much of a good thing,” and that the 
public will suffer if too-high benefits 
create artificial unemployment by mak- 
ing some of the unemployed indifferent 
to work opportunities. 

In this connection, a startling and 
thought-provoking fact came to our at- 
tention. In a good year like 1952—when 
reductions in force along seniority lines 
were very rare—two-thirds of Michi- 
gan’s unemployment benefit checks 
went to claimants who had no depend- 
ent children. Moreover the number of 
benefit checks continued to decline as 
the size of family increased. That ex- 
perience was not in proportion to the 
number in the labor force without de- 
pendent children, nor could it be ac- 
counted for (in a year like 1952) by an 
assumption that employees with de- 
pendent children had the greatest sen- 
iority and were not so likely to become 
unemployed. 

Our review of the matter of take- 
home versus gross pay brought out the 
related fact that the usual practice of 
computing benefits as a percentage of 
gross pay led to an unsound and inequi- 
table situation. Since unemployment 
benefits are tax free, they should be 
(and are inevitably by the beneficiaries ) 
compared with net take-home pay for 
working. Since income withholding 
taxes are graduated according to per- 
sonal exemptions, the effect of basing 
benefits on gross pay is to set the bene- 
fit at the highest percentage of take- 
home pay for the man without family 
obligations. This did not seem to square 
with the basic idea of a wage related 
benefit. Furthermore, it struck us as 
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definitely unwise to pay the highest per- 
centage of wages to the unemployed 
workman who has the least personal 
incentive to seek new work. 


Benefits geared to cost of living 

We also gave serious analytical con- 
sideration to an argument, made by 
labor representatives, that Michigan’s 
benefits were inadequate because the 
maximum rate was less than the cost 
for food and shelter incurred by an 
average workingman’s family of four. 
It immediately occurred to us that not 
all claimants had three dependents to 
support. In fact, we had found that 
two-thirds of the benefit checks paid in 
Michigan in 1952 went to claimants 
who had not more than one dependent 
in their immediate families. This led to 
the question as to how the maximum 
benefit measured up to the suggested 
food-and-housing standard for claim- 
ants in various family classifications. 

After some research, we discovered 
that percentage adjustment factors had 
been published by the federal Bureau 
of Labor Statistics, in connection with 
its full “City Worker’s Family Budget,” 
to be used in adapting the family-of- 
four budget to families having more or 
less than four members. Applying these 
BLS percentage factors to the family- 
of-four budget for food and housing 
only, we Michigan’s 
old $27 maximum already substantially 


discovered that 


exceeded the average food-and-housing 
requirements of a single man. More- 


over, the $27 maximum was also above 


he figure for a family of two. 

Putting these facts together with the 
data showing that two-thirds of the 
benefit checks in a year when jobs were 
plentiful went to claimants with one 
dependent or no dependent, we con- 
cluded that the incentive to seek and 
accept work while receiving benefits 
was significantly affected by the rela- 
tion of the benefit to the beneficiary’s 
costs for food and housing while unem- 
ployed. Therefore, it seemed that the 
wisest way to increase the maximum 
was to provide bigger increases for those 
claimants with substantial family obli- 
gations than for those having no de- 
pendents. We believed that increases 
in maximum benefits for claimants with 
families would be least likely to result 
in increased abuse of the law. 

We felt that the principle of a wage- 
related benefit should in theory op- 
erate up to the point where each claim- 
ant may (if he has had sufficient weekly 


earnings) qualify for a benefit which 
covers his basic living expenses for food 
and housing. The existing maximum 
rate was in conflict with that theory. 
At one extreme, it gave a single man 
(or a working wife) a maximum rate 
nearly 50% more than his basic living 
requirements. At the other extreme, the 
family man was cut off by a maximum 
set substantially below his basic costs, 
even where his regular weekly earn- 
ings would justify a higher payment. 


Concepts developed 


What developed out of this analysis 
were these concepts: 

(1) The maximum rate is a necessary 
limitation on the operation of the prin- 
ciple of a wage-related benefit. The 
Legislature’s problem is to find a logi- 
cal and reasonable basis, founded in the 
objectives and inherent limitations of 
the program, for setting this maximum 
limit. 

(2) There is no substance or logic 
to the rule of thumb that the maximum 
rate should be related to the average 
earnings of all employed people in the 
state. The fact that the average worker 
makes $60 does not justify paying the 
single man, who makes $60 more than 
his basic living cost, and the family 
man, who makes $90 less than his basic 
living costs. 

(3) The effect of unemployment 
benefits on the incentive to work is ap- 
parently determined as much by the 
standard of living which the benefit 
will finance for the claimant as by the 
relationship between the benefit and 
his normal wages for working. Leisure 
time has value to the claimant, and he 
may be willing to forego part of his 
standard of living in exchange for it. 

(4) As far as the relation of the 
benefit to wages is concerned, the sig- 
nificant is that between the 
benefit and net pay after federal taxes 
withheld from pay. 

(5) Therefore, in setting maximum 


relation 
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rates of benefits, both the relationship 
of the benefit rate to past take-home 
earnings and the relationship of the 
benefit rate to the cost of food and 
housing should be considered. 


New benefit rates 


In view of these conclusions, we felt 
that it was not wise to continue an un- 
discriminating policy of across-the- 
board increases in maximum benefit 
rates for employees regardless of their 
family classification. Accordingly, we 
developed a table of benefit rates ac- 
cording to family classes. This new table 
took in higher wage brackets and pro- 
vided higher maximum benefit rates, 
for every family class, than were pro- 
vided under the old law. 

The differences in maximum rates 
described in the Table of Benefits are 
not based on dependency alone. They 
are based on dependency combined 
with higher weekly earnings. Thus, 
under the new law, the man with 2 
dependents can get his maximum of 
$34 if his average wage is $65.01, while 
the man with 3 dependents must have 
earned $69.01 to qualify for his $37 
maximum, and the man with 5 depend- 
ents is eligible for the $42 maximum 
only if his earnings were over $80 
weekly. 

This is a significant de-emphasis of 
the idea of dependents’ allowances in 
Michigan. Under the old law, the maxi- 
mum rate (and rates below the maxi- 
mum as well) was different for claim- 
ants in various family classes with the 
same weekly wages. Thus, claimants 
with the same weekly wage of $51.01 
might receive benefits at the old maxi- 
mum rates of $27, $29, $31, $33, or 
$35 according to their family status. 
These differences continue in the new 
schedule up to the old maximum rates 
because it was not thought desirable to 
disturb existing benefit rates. However, 
the new brackets and rates added at the 
top of the old schedule represent a 





TABLE OF 


Old 
Family Class Maximum 

A No Dependents $27 
B 1 Dependent 27 
C 2 Dependents 29 
D 3 Dependents 31 
E 4 Dependents 33 
F 5 Dependents 35 


D—$4; Class E—$5; and Class F—$6. 





® This increase for claimants without dependents is not in line with the principles herein discussed 
and can be accounted for only in terms of the practical problems always encountered in legislative 
deliberations leading to passage of controversial legislation. As the bill passed the Senate, the 
increases in maximum rates by family classes were: Class A—$0; Class B—$2; Class C—$3; Class 


BENEFITS 


New Amount 
Minimum of Increase 
$30 $3° 
32 5 
34 5 
37 6 
40 7 
42 7 


. 
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ACCOUNTANT’S BOOKSHELF 


NOW YOU CAN OBTAIN recommended 
up-to-date authoritative books covering the 
highly specialized phases of accounting, 
auditing, federal taxes and allied subjects 
—AT SUBSTANTIAL SAVINGS. 


More and more accountants are realizing 
that to solve their increasingly complex prob- 
lems ... expand their practice and clientele... 
under a_ fast-moving, ever-widening 
economy, and new professional respon- 
sibilities and risks, they must look to the 
specialists for guidance and assistance. Their 
own experience is too limited. 


ASBA Book Recommendations 


To help accountants obtain the right tools, 
the American School of Business Adminis- 
tration has rendered a book recommendations 
service during the past ten years. Thou- 
sands of accountants and accounting firms 
have been able to profil by the best knowledge 
and experience in the fields of accountancy, 
federal taxes, business, industry and finance 
and aided in solving their problems. 


Accountants’ Book Club 


However, to meet the rapidly growing de- 
mand for highly specialized books—and to 
cond..ct this vital service more effectively and 
advantageously to the accounting and taz 
professions—ASBA has organized a new 


division: ACCOUNTANTS’ BOOK CLUB. 


100 Outstanding Books 


Neither ASBA nor the Club publishes 
books. The Club is continually seeking 
new accounting, tax and business books 
with the view to selecting and recommending 
worthwhile publications. The Club’s recom- 
mendations are listed on The Accountant's 
Bookshelf, which is issued from time to time 
to members. Each edition of the Bookshelf 
lists a minimum of 100 outstanding books. 


Membership in Club 
Membership in the Club is open to pro- 
fessional and industrial accountants, audi- 
tors, accounting executives, tax practition- 
ers, and accounting firms. There is no 
membership fee. 


Mail Coupon for Details 
Mail coupon for details of benefits and 
privileges of membership in this — 
professional book Club. You will also 
receive the current Bookshelf. 


peecountants’ Sook Club 


A DIVISION OF THE AMERICAN SCHOOL OF BUSINESS ADMINISTRATION 
126 Liberty Street New York 6, N. Y 
Accountants’ Book Club Dept. T 355 
Box 125, Church St. Anncx 

New York 8, N. Y. 

Please send me details of membership in 
the Accountants’ Book Club, and current 


Bookshelf. 
|” ASRS eee oe 


NO Boe gos Wate sh cS CRE RA 


March 1955 


transition from the old system of de- 
pendents’ allowances to a uniform per- 
centage relationship between benefits 
and take-home wages, subject to vari- 
able maximums according to family 
status. 

The revised rate schedule in Mich- 
igan does not (and could not) prac- 
tically accomplish a complete change 
to the concept of variable maximum 
benefit rates related to food-and-housing 
costs. To follow through the logic of 
this standard would have required re- 
duction in maximum rates for claimants 
without somewhat 
greater increases in maximum rates for 
those with four and five dependents. 
The Legislature did not feel that the 
basic data on food and housing costs, 
adjustment factors, etc., were solid 
enough to warrant this action. 

The action taken, however, is pio- 
neering; and the results will deserve 
careful review. In the meantime, we 
are satisfied that we have found a sen- 
sible way to increase maximum benefit 
rates so as to provide more adequately 
for deserving claimants without seri- 
ously increasing the problems of waste 
and abuse. w 


dependents and 





No withholding in 1954 for meals and 
lodging on employer’s premises. The 
1954 Code provides that an employee 
is not taxable on the value of meals and 
lodging (1) if provided for the con- 
venience of the employer, (2) if the 
meals and lodging are furnished on the 
employer's premises; and (3) if the 
employee is required to accept the lodg- 
ing as a condition of employment. The 
employer is not required to withhold 
tax on the value of meals and lodging, 
non-taxable under this definition. Rev. 
Rul. 54-593. 

Spreading lime or grinding feed is 
agricultural; related clerical services are 
not. For the purpose of determining 
whether services of employees are such 
that if performed by enterpreneurs they 
would be agricultural labor, and thus 
exempt from employment tax, the IRS 
holds that employees of custom opera- 
tors engaged in spreading lime or grind- 
ing feed are exempt, but that other 
employees of the same operators en- 
gaged, in transportation, bookkeeping 


or clerical work are not exempt. Rev. 
Rul. 54-535. 


Station manager for canning co. not 
employee. A bean station manager for a 
canning company, making contracts 
with farmers for production and deliv- 
ery of beans, not required to perform 
services personally and paid according 
to the volume of productions is not an 
employee for purposes of Federal In- 
surance Contributions Act. His income 
should be considered earnings from 
self-employment for purposes of the 
Self-Employment Contributions Act. 
Rev. Rul. 54-573. 


Material and equipment inspector is 
employee. The taxpayer, who had con- 
siderable technical knowledge in engi- 
neering field, agreed to work for a city 
under the supervision of the city’s resi- 
dent engineer. Taxpayer had to make 
assigned inspections of materials, as- 
sist in their storing, and keep such rec- 
ords and make such reports as his su- 
pervisor might reauire. The city paid 
him monthly. The IRS ruled that the 
retention of the right of control by the 
city through its officers made the tax- 
payer a city employee. His income was 
not subject to self-employment tax. Rev. 
Rul. 54-602. 


When are greenhouse workers “agricul- 
tural labor’? The greenhouse must be 
used primarily for raising agricultural 
or horticultural commodities to qualify 
as a farm. If it does, service and cleri- 
cal employees of the operator are also 
agricultural labor. Rev. Rul. 54-587. 


Trade consultant not employee. A trade 
consultant supplies information on the 
trade to various clients and obtains in- 
formation as requested by them. The 
IRS holds that since the clients control 
the result but not the methods used, the 
consultant is not an employee for em- 
ployment tax purposes. He is subject to 
the self-employment tax. Rev. Rul. 54- 
586. 


Engineer, also in business as contractor, 
subject to self-employment tax on con- 
struction income. The IRS rules that 
the general contracting business is not 
such a normal extension of professional 
engineering as to make income from it 
also exempt from self-employment tax. 
The professional abilities of the engi- 
neer have little relation to his construc- 
tion business. Rev. Rul. 54-615. 
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TAX CONSEQUENCES OF 


porate organization 


and distributions 


ED BY JACKSON Ll. BOUGHNER, LL.B., CPA 





How to soften the blow when your 


corporation falls on evil days 


F THE STOCKHOLDER in the successful 
| corporation has his problems, so 
does the stockholder in the unsuccess- 
The loss he takes on his stock 
is a long-term capital loss, which nine 
out of ten does him no good. 
The loss on loans to the corporation is 
usually treated as a short term capital 
loss, which often is similarly of no avail. 
What the stockholders 
ordinary loss. 

Cases decided during the past month 
indicate some of the difficulties. In one 
case the loss was denied for failure of 
it was held to be a 
contribution to capital. 


ful one. 


times 


wants is an 


proof. In another, 
In two others 
the taxpayers were successful in estab- 
lishing an ordinary loss. 

In Ann Greene, TCM., 1954-693 a 
partnership with a book value of $269,- 
000 was incorporated for $100,000, 
the balance being in an account en- 
titled “Due to stockholders.” It met with 
reverses, and in less than two years its 
net worth of $100,000 was converted 
deficit of $35,000. On these 
facts, the claim was made that the loans 
The Tax Court held 
that the petitioners had not sustained 
their burden of showing worthlessness. 
No evidence was introduced as to the 
true 


into a 


were worthless. 


worth of the assets shown on the 


balance sheet. 


Contribution to capital 


In Bratton v. 
by the sixth circuit on December 10, 
1954, 1946, 
sustained operating losses through 1950. 
stockholder paid the 
creditors one-third of their claims, and 
gave them his personal notes for the 
Thereafter the business of the 
corporation was changed. A new mana- 
ger was brought in, given stock, and 
promised that no claim would be made 


decided 


Commissioner, 
a corporation, formed in 


The principal 


balance. 


against the corporation for these debts. 
The taxpayer, the principal stock- 
holder, deducted the payments made on 
his notes in 1950 as a business bad debt. 
The Tax Court held that the debt had 
become worthless in a prior year. On 
appeal, the sixth circuit held that the 
taxpayer had made a contribution to 
capital when he promised the new 
manager not to enforce his claims. The 
taxpayer had some solace out of the 
case, though; the Tax Court’s 
decision he could never claim the loss; 
under the Court of Appeal’s decision, he 
would get it when he sold his stock. 
When a stockholder lends money to 
his and the corporation 
fails, he is generally allowed a deduc- 
tion as a non-business bad debt, treated 
taxwise as a short-term capital loss, 
unless he can prove that he is in the 
business of lending money. most 
stockholders are not in the business of 
money lending, they fail to establish the 
deduction as a business bad debt, de- 
ductible in full from ordinary 


under 


corporation, 


Since 


income. 


Posting collateral for loan 

The third circuit has adopted a line 
of reasoning that, if it prevails, will 
afford taxpayers an opportunity to get 
a business bad debt deduction if they 
cast the transaction in the form ap- 
proved by the court. In Ansley v. 
Commissioner, decided Nov. 22, 1954, 
the principal stockholder lent his cor- 
poration $30,000. This sum he had 
borrowed from his bank on collateral of 
$30,000 U.S. Bonds belonging to him. 
Thereafter, in connection with a pro- 
posed public offering of stock, his loan 
from the bank was cancelled, and he 
left the collateral with the bank to 
protect a similar loan by the corporation. 
When the corporation defaulted, the 
bank foreclosed on the collateral. The 


173 


taxpayer was allowed a business bad 
debt, on the theory that the transaction 
was one entered into for profit. 

Note that in this case there was no 
loan to the corporation by the stock- 
holder at the time the debt became 
worthless. The stockholder had not 
guaranteed any loan. He had simply 
furnished the collateral for a bank loan. 
If this rule prevails, the procedure 
which stockholders should adopt is 
clear. They do not lend to their corpora- 
tions. They take the funds which they 
would have lent; buy U.S. bonds with 
them; and then post the bonds with a 
bank as security for a loan to the cor- 
poration. When the bank sells the bonds 
to satisfy the loan, the taxpayer gets a 
business bad debt, provided the cor- 
poration is insolvent. 

Why the courts are unable to realize 
that there is no basic difference between 

loan of $30,000 directly to a cor- 
poration, and a loan by a bank of $30,- 
000, secured collateral purchased with 
the stockholder’s $30,000, is hard to 
understand. So long as they think there 
is a difference, stockholders are entitled 
to take advantage of it. There is another 
situation in which this procedure would 


be helpful. 


Benefits of indirect loan 


You own an office building free and 
clear of encumbrances. It has a value 
of $100,000. If you transfer it to a 
wholly owned corporation for stock of 
$10,000 and a first mortgage to your- 
self of $90,000, you will probably find 
yourself in the Tax Court, defending a 
case of thin capitalization. If, however, 
a bank makes the loan of $90,000, 
secured by a first mortgage and other 
collateral which you have posted, the 
Commissioner will have a hard time 
proving that repayment of the bank 
loan constitutes payment of a dividend 
to you. Some of the language used in 
the Ansley case can be helpful here. 

At this time, it is obviously safer, 
from several angles, to take the money 
you intended to loan directly to your 
corporation, buy government bonds with 
it, and post the bonds as collateral to 
a loan by your corporation. If the corpo- 
ration prospers, repayment of the loan 
simply puts money in the bank’s hands— 
not yours. If it fails, you will get an 
ordinary loss. 

In Edwards v. Allen, decided by the 
fifth circuit on November 16, 1954, 
the taxpayers guaranteed the bank loans 
to their corporation. On payment of 
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the guarantees, they were allowed ordi- 
nary losses. The court points out that 
there is a technical difference between 
a loss from worthlessness of a loan to 
a corporation, and a loss from a guar- 
anty of a loan by a bank to the same 
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corporation. It is on this technical dif- 
ference that taxpayers are allowed ordi- 
nary losses. Moral: don’t lend to your 
corporation yourself; have your bank 
lend to it, either on collateral you 
post, or on your personal guarantee. ~* 


How to get (and not to get) money 


out of controlled corporations 


pinged CORPORATIONS often pre- 
sent difficult problems to their stock- 
holders. They see the earnings piling 
up in the corporation, being subjected 
to corporate taxes, and then to indi- 
vidual taxes upon distribution in the 
form of dividends. They seek to get 
them out with a minimum of tax loss. 

Sometimes this takes the form of 
large salaries. Sometimes the  stock- 
holders simply borrow the money from 
the corporation. If they were fore- 
sighted, they included some debt in the 
original capital and, later withdrew the 
earnings in the form of repayments of 
the debt. Sometimes the corporation re- 
deems a portion of their stock. In each 
of these cases, they are trying to avoid 
the tax treatment accorded an ordinary 
dividend; non-deductible by the cor- 
porations, taxable at ordinary rates to 
the individual. 


Withdrawal of salary 


All four of these methods came be- 
fore the courts during the past month. 
In Golden Construction Company, Inc., 
TCM 1954-221, a home construction 
company had one shareholder, _ its 
president and manager. He fixed his 
salary at approximately 60% of the 
corporations net earnings. The Com- 
missioner cut it in half. In prior years 
the salary had been fixed at about 40% 
of net earnings. The Tax Court found 
no valid reason for the increase in the 
year involved, and allowed him that 
percentage. 

None of the reasonable salary cases 
is much good as a precedent because 
the factual situation varies so widely. 
This case does support the general 
theory, however, that consistency will 
be recognized. Here, had the president 
kept to his 40% formula, he would 


probably have had no trouble. It should 
be noted that the formula would have 
resulted in a salary decrease, because 
the profits for the year were less than 
those of the previous year. He obviously 


wanted to keep on the same salary, and 
changed his formula. It is in the year 
of the change that the taxpayer is 
caught up with by the government. 


Withdrawal held loan 


In Al Goodman, Inc., 23 TC No. 39, 
a husband and wife were the sole share- 
holders. The husband withdrew $145.,- 
000 to pay personal income tax lia- 
bilities, and posted collateral worth 
twice the loan. Both husband and wife 
withdrew sums on open _ account, 
aggregating $7,000 at the end of 1949. 
The Commissioner took the position that 
the withdrawal of these sums was the 
equivalent of a dividend. In holding 
them to be loans and not dividends, the 
court pointed out that the $145,000 was 
withdrawn for an emergency, not ordi- 
nary living expenses; that it was secured 
by adequate collateral; that $100,000 
was repaid less than a year later; and 
that the balance could have been paid 
by him at any time. 

It is of interest to note that this case 
also involved a Section 102 issue. The 
corporation had never paid a dividend, 
from its organization until the year 
1950. In that year, out of a net income 
of $114,000, before tax it paid income 
taxes of $42,000, dividends of $52,000, 
and retained the balance. The court 
imposed the surtax for 1949, but not 
for 1950. 


Danger of stock redemption 

The redemption of preferred stock is 
presently made extremely dangerous by 
Section 306 of the new Code. How- 
ever, in Jones v. Griffin, decided by 
the tenth circuit on Nov. 15, 1954 in 
the lower court a jury found, under 
the 1939 Code, that the redemption of 
preferred stock was entitled to capital 
gains treatment. In that case, after the 
death of a principal stockholder, all of 
the preferred stock was redeemed, re- 
sulting in a substantial shift in control. 
The move had been suggested by a 


bank that refused to lend so long as 
the preferred stock was outstanding, 
The jury found that the redemption 
was not substantially equivalent to a 
dividend. The case is not one that can 
be relied on in the absence of very 
similar facts. 


Repayment of debt 


In Gooding Amusement Co., Inc., 
23 TC No. 50, a partnership with assets 
of a book value of $177,000, trans- 
ferred them to a new corporation, 
owned by the partners in the same 
proportion as their partnership interests, 
for stock with a par value of $70,000 
and notes with a face value of $231,- 
000. They reported as a capital gain 
the difference between basis of the 
partnership assets and value of stock 
and notes received. The returns on 
which the gains were reported were 
accepted without change. The court, 
after reviewing all of the facts, held that 
payments on the notes were the equiva- 
lent of dividends, non-deductible by 
the corporation and taxable as ordinary 
income to the taxpayers. Though they 
had paid a capital gains tax on the 
incorporation the court found that a 
tax-free corporate organization took 
place under Sec. 112(b)(5), 1939 
Code. 

Four different methods of getting 
money out of a corporation as other than 
dividends were attempted. Two worked 
and two failed. One of those that 
worked is proscribed by the new law. 

One might conclude that the safest 
method is simply to borrow the money 
from the corporation. Unless, however, 
you are prepared to submit a case 
similar to the Goodman one, that 
method is definitely not to be recom- 
mended. Under the new Code, a “sub- 
stantially disproportionate redemption” 
appears to be the safest method. 





Continuity of interest found though 
new stock was received for debentures 
held by old stockholders. A corporation 
requested a ruling on the tax efiect of 
its plan transferring its assets to the 
holders of its debentures, on which ac- 
crued unpaid interest exceeded the 
principal. The corporation transferred 
all its assets to a new corporation, dis- 
tributed the stock to the bond Holders 
and dissolved. Most stockholders of the 
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old corporation were also bondholders, 
but the holdings were not proportionate. 
However, 83% of the old stockholders 
owned 64% of the debentures and 
therefore received 64% of the stock 
of the new corporation. The Service 
holds that the continuity of interest 
need not be a continuity as stockholder. 
The exchange is ruled non-taxable. Rev. 
Rul. 54-610. 


Is income taxable to corporation or 
stockholder? Commissioner won't rule 
on fact question. Two newspaper pub- 
lishing companies organized a corpora- 
tion to operate their respective plants, 
make payments and collections, main- 
tain books of account, etc. The Com- 
missioner refused to rule on whether 
the new corporation was only an agent 
under National Carbide holding, 336 
U.S. 422) or a separate taxable entity. 
He stated that whether amounts re- 
ceived by the corporation are its own 
income, taxable to it as such, or the 
income of its owners, taxable solely to 
them, is a question of fact to be ascer- 
after examination of the new 
corporation’s income tax returns. Rev. 


Rul. 54-596. 


tained 


Corporate organization and distributions * 


Collections on stockholders damage 
claim not corporation income. (Acqui- 
escence.) The taxpayer was formed by 
the minority stockholders of another 
corporation to hold cash and property 
due to them in settlement of their 
claims for damages on account of mis- 
management of that corporation. The 
Commissioner asserted that when tax- 
paver as a substituted plaintiff in the 
suit, collected the damages, they were 
taxable as in lieu of profits. The Tax 
Court however said that if anyone was 
taxable, it was the minority stockhold- 
ers. The taxpayer received the claim as 
its paid-in capital; and collections repre- 
sented return of capital, not income. 
Nevada Oil Co., 22 TC 630, Acq., IRB 
1954-52, 6. 


Debentures issued to stockholder for 
franchises, ratio to stock 4 to 1, upheld 
as debt. Taxpayer was incorporated 
while its creator was negotiating valu- 
able franchise contracts. These he 
turned over to the corporation for $100,- 
000 in debentures; for tangible assets 
he was issued $25,000 par stock. The 
Tax Court found that the franchises 
were worth $100,000 and pointed out 
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that the debentures had a fixed maturity 
and low interest payable whether or not 
earned. It commented that the corpora- 
tion was not overly thin. Interest al- 
lowed as a deduction. John W. Walter, 
Inc., 23 TC No. 69. 


102 Surtax founded on intent, not on 
fact of unreasonable accumulation. In 
a suit to recover Sec. 102 surtaxes paid 
under protest, the trial court instructed 
the jury that if they found that the 
corporation accumulated earnings be- 
yond its reasonable business needs to 
avoid the payment of individual sur- 
taxes by the shareholders, it should find 
for the collector. After the jury found 
for the corporation the Collector ap- 
pealed citing error in the instruction. 
He claimed that “the touchstone of 
liability for the tax is the purpose be- 
hind the accumulation” and that a cor- 
poration may entertain “the forbidden 
purpose of preventing the imposition of 
a surtax the shareholders even 
though the accumulation was not un- 
reasonable for business The 
court agrees, but affirms because no 
exceptions were taken to the charge. 
KOMA, Jones v., CA-10, 1/3/55. 


upon 


needs.” 





Price $225.00 


mY 730 N. Meridian Street 





TAX COURT DIGEST 


13 Volumes — Fully Complete 


THE “EASY TO USE” SET 


The Tax Court Digest alphabetical subject arrangement makes the set self-indexing. 


dition there are two well prepared research aids: 
The Complete Table of Cases 


The Index Volume which contains Digest Topics, 


Analysis Topics and a Word Index 


You may rent the use of the set for $7.50 per month. 


The Publisher will send the set to you for 60 days’ eramina- 


tion without obligation, and will assume expense of shipping 


THE BOBBS-MERRILL COMPANY, INC. 


Terms if desired 


Indianapolis 7, Indiana 


In ad- 


—_—— 




















TAX ASPECTS OF ESTATE PLANNING 


_ Estate & 


OF INTEREST TO TAX PRACTIONERS 
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When do dividends accrue for 


purpose of the estate tax? 


* IS QUITE POSSIBLE that a dividend 
may accrue at different times for pur- 
poses of estate tax and for purposes of 
income tax, say Charles L. B. Lowndes 
and Robert Kramer. Writing in the 
University of Pittsburgh Law Review, 
(vol. 16, p. 47) these two Duke Uni- 
versity professors of law point out that 
several lower court cases have held that 
dividends do not accrue for income tax 
purposes until the dividends 
ceived, actually or constructively, by 
the stockholders. 

The cases which have held that a 
dividend does not accrue until the divi- 
dend is actually received, they continue, 
were not decided upon general prin- 
ciples of accrual. They went upon the 
narrow ground that dividends should 
be treated as received as income at the 
same time by accrual basis and cash 


are re- 


basis taxpayers, because the existence 
of corporate earnings at the time a divi- 
dend is distributed determines its char- 
acter as taxable income, and any rule 
which treated an accrual basis taxpayer 
as receiving a dividend at a different 
time than a cash basis taxpayer might 
lead to the absurd result of holding that 
the same distribution constituted income 
to one class of taxpayers but not to the 
other. 

So far the Supreme Court has not 
committed itself as to when a dividend 
accrues. In Estate of Putnam v. Com- 
missioner, 324 U.S. 393 (1945), 
come tax case, the Court said that a 
dividend did the 
record date, because until that time it 
could not be determined who was en- 
titled to the dividend. The decision in 
the Putnam case did not hold that a 
dividend at the record date, 
but only that it did not accrue before 
that date. It is not, therefore, neces- 
sarily in conflict with the lower court 
cases holding that a dividend does not 


an in- 


not accrue before 


accrues 


accrue under the income tax until it is 
received. Nor is the Putnam case neces- 
sarily inconsistent with the position that 
a dividend accrues for estate tax pur- 
poses at the record date. The Court in 
that case seemed to feel that upon gen- 
eral principles of accounting a dividend 
might accrue at the record date, al- 
though it left the door open to decide 
that in view of the special problem 
presented by the income tax, dividends 
do not accrue for income tax purposes 
until they are received. In other words, 
without doing any violence to the de- 
cision in the Putnam case, it would be 
perfectly possible to hold that dividends 
accrue at different times under the in- 
come and estate taxes, and to hold fur- 
ther that as far as the estate tax is con- 
cerned a dividend accrues at the record 
date. 


Dividend as part of value of stock 


Even though a dividend does not 
accrue under the estate tax before the 
record date, this does not mean that it 
may not be included in the gross estate 
of a stockholder who dies before that 
date but after the dividend has been 
declared. It is true that in Sharp v. 
Commissioner, 91 F.2d 802 (3rd Cir. 
1937), the circuit court held that a 
dividend does not accrue for estate tax 
purposes at the declaration date, and 
that where a stockholder dies after the 
declaration date but before the record 
date, the dividend should not be in- 
cluded in his gross estate. Although the 
Sharp case was reversed by the Su- 
preme Court, 303 U.S. 624 (1938), it 
was not reversed upon this point. How- 
ever, in Estate of Putnam v. Commis- 
sioner, the Supreme Court pointed out 
that ordinarily the valuation of stock 
after a dividend has been declared but 
before the record date will include the 
amount of the dividend. Normally, 
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therefore, it would appear that where 
a stockholder dies after a dividend has 
been declared the dividend will be in- 
cluded in his taxable estate. If he dies 
before the stock is quoted ex dividend, 
the dividend will be included in the 
stock quotation at which the stock is 
valued to his estate. If he dies after the 
record date and after the stock is quoted 
ex dividend, the dividend will be listed 
separately to his estate because it ac- 
crued before his death. This still leaves 
a puzzling situation, however, where 
stock is quoted ex dividend before the 
record date and the stockholder dies 
after the stock is quoted ex dividend but 
before the record date. In this case it 
might appear that the dividend would 
not be included in the stockholder’s 
estate, since it would not be included in 
the valuation used for the stock, nor 
would it be listed as a separate asset 
of the estate because it had not accrued 
at the date of the stockholder’s death. 
The result is, of course, absurd. There 
is no reason to include the dividend in 
the estate of a stockholder who dies 
before the stock is quoted ex dividend 
and in the estate of a stockholder who 
dies after the record date and to ex- 
clude the dividend from the estate of 
a stockholder who dies between those 
dates. When the Tax Court was faced 
with this problem recently, Estate of 
Lockie, 21 T.C. 64 (1953), it ruled that 
the dividend was not taxable to the 
deceased stockholder’s estate as such, 
but intimated that the stock should not 
be valued at its quoted price, excluding 
the dividend, but at 
would include the dividend. 


a value which 


Optional valuation date 

Suppose, however, that a stockholder 
dies between the date when the stock 
is quoted ex dividend and the record 
date and his estate is valued as of the 
optional valuation date? If the stock 
is valued as of a year from the date of 
the stockholder’s death it is difficult to 
visualize any method of valuing the 
stock which would include the amount 
of the dividend. On the other hand, the 
dividend itself cannot be taxed to the 
stockholder’s estate, if it did not accrue 
before the record date, because he died 
before the record date. Obviously, there 
is no sensible reason to include the divi- 
dend in the deceased stockholder’s es- 
tate where his estate is valued at the 
date of his death, and to exclude it 
where the estate is valued as of a year 
from the date of his death. It seems 
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clear that in providing for the optional 
valuation date, Congress intended that 
the same property should be included 
in the gross estate under either method 
of valuation. It is difficult to see, how- 
ever, any basis for including a dividend 
in the estate of a stockholder who dies 
after the stock is quoted ex dividend 
and before the record date, where the 
optional valuation date is used, if the 
position is taken that a dividend does 
not accrue under the estate tax before 
the record date. 


Should declaration date be used? 

The difficulty which arises in includ- 
deceased _stock- 
the stockholder 
dies after the stock is quoted ex divi- 
dend and before the record date sug- 
gests that the rule that dividends do 
until the record date for 
purposes of the estate tax may be un- 
that 
treated as accruing at the declaration 
date. In Estate of Putnam v. Commis- 
sioner, the Supreme Court seemed to 
feel that not accrue 
before the record date because the per- 
son to whom the dividend is payable 
is not ascertained before this date. Mr. 
Justice Reed said (at p. 399): “The 
declaration of the dividends here in 
question fixes their amount but does 
not determine the distributee. He can- 
not be known with certainty until the 
record date.” The reasoning is not ap- 
pealing. The owner of the stock at the 
declaration date is entitled to the divi- 
dend unless he parts with the stock. 
For all practical purposes the declara- 
tion date does “determine the distribu- 
tee,” the distributee will be 
the owner of the stock at the declara- 
tion date, or the person whom he desig- 
nates as the distributee by transferring 
the stock to him. It would appear, 
therefore, that the distributee is suf- 
ficiently ascertained to say that a divi- 
dend accrues at the declaration date. 
After all, a dividend will accrue when 
the Supreme Court says that it accrues. 
If the declaration date is the date which 
will achieve just and sensible results, 
then that the date 
dividends accrue for purposes of the 


dividend in a 


ing a 


holder’s estate where 


not accrue 


sound and dividends should be 


dividends could 


because 


should be when 
estate tax. 

If the declaration date is accepted as 
the date when dividends accrue under 
the estate tax, this will mean that any 
dividends declared before the stock- 
holder’s death will be taxed to his gross 
estate, regardless of whether he dies 


before or after the record date and re- 
gardless of whether the estate is valued 
at the date of his death or one year after 
his death. It does not mean, however, 
that the dividend will necessarily be 
listed separately as part of the gross 
estate. If the quotation used for the 
stock itself includes the amount of the 
dividend, the dividend will be reflected 
in the value used for the stock and it 
will not be listed separately in the gross 
estate. The dividend will only be in- 
cluded separately in the gross estate 
where the quotation used for the stock 
is ex dividend. 


No permanent formula yet 
for taxing insurance firms 


THE Sub- 
committee on Taxation of Life Insur- 
ance Companies filed its final report 
making no recommendations for a per- 
manent formula 
companies. Among the suggestions it 
did make, however, were the following: 

1. Application of the same tax for- 
mula to both stock and mutual com- 
panies. The Subcommittee 
“For many years the new life insurance 
companies have been only stock com- 
panies. In the case of a mutual, it is 
difficult to obtain the initial paid-in 
surplus and to organize the company. 


HOUSE WAYS AND MEANS 


to tax life insurance 


reasoned: 


It would be a most serious develop- 
ment if different systems of taxing stock 
and mutual companies should 
adopted and result in limiting the entry 
of new firms into the field.” 

2. Removal 
against insured plans in the employee 


be 


of tax discriminations 
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pension and profit-sharing area. “A 
qualified pension trust, under present 
tax law, is generally exempt from tax 
with respect to its investment income. 
If the pension contributions are in- 
vested in insurance policies the 
net income arising with respect to the 
contributions is taxed at 61/, per cent. 
Moreover in most states the payments 
to an insured plan are subject to a 
premium tax which is not applied to 
payments into a trusteed plan. 

“In addition, the present treatment 
appears to discrimination 
against small business. Employers find 
that a trust involves a higher percentage 
of handling costs to benefits received 
when it is set up on a small scale. Thus 
small employers continue to finance 
their plans largely through insurance 
companies. The effect may be to force 
small employers, desiring to have a 


represent 


pension plan, to use a more heavily 
taxed plan than is used by large em- 
ployers.” 

3. Formulation of a new tax rule for 
both insurance and casualty companies 
in regard to cancelable accident and 
health insurance. Not only is the acci- 
dent and health insurance business 
taxed differently than the life insurance 
business, it is also taxed differently de- 
pending on whether conducted by a life 
or casualty insurance company. The 
difference is such as to generally impose 
a greater tax on the casualty company, 
although there are cases where the op- 
posite occurs. 

4. Redefiniation of investment income 
to include royalty income and _ profits 
from the temporary operation of a 
business. ¥ 


New Code permits tax-free change 


in ownership of insurance policies 


JEW PLANNING is needed to use ad- 
vantageously the new insurance 
rules in the 1954 Code. The under- 
standable enthusiasm of insurance men 
is producing some valuable contribu- 
tions to tax planners’ thinking. One such 
is a paper written by Edward L. Allison, 
C.L.U., Tulsa for the Tax Seminar, 
University of Oklahoma. Here are a 
few useful paragraphs of his on change 
of ownership of policies: 
The change in old Section 22(B), 


Section 101, another 
victory and removes to some extent a 


now represents 
hardship which has existed for many 
years. Under the old law, in general, 
life insurance proceeds payable by rea- 
son of death of the insured were ex- 
cludable from gross income. The one 
troublesome exception to this favorable 
treatment arose in connection with pro- 
ceeds paid to a person or artificial per- 
son who had acquired the policy in a 
transfer for a valuable consideration. In 
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general, the old provision was that when 
a policy was purchased by someone 
other than the insured himself, and the 
transferee later received the proceeds at 
the death of the insured, he could ex- 
clude from gross income only the pur- 
chase price paid, plus any premiums 
subsequently paid. Any proceeds in ex- 
cess of this sum constituted taxable in- 
come. This created many hardship situa- 
tions, particularly among stockholders 
in closely held corporations and among 
partners who had entered into buy-and- 
sell agreements. When the personnel of 
the group changed and the amounts of 
insurance required to carry out the 
purposes of the contract changed, it 
was not possible to reshuffle the policies 
to fit the new ownership picture with- 
out running afoul of the transferee-for- 
value rule. Two or three years ago the 
picture was changed somewhat by a 
provision which permitted the transfer 
of policies in tax-free reorganizations 
without income tax liability. This relief 
provision was obviously limited in 
scope. It has always been possible for 
a man to purchase a policy on his own 
life and not be a transferee-for-value. 


Limiting tax-free transfers 
S 


Under the new code, the transfer- 
for-value rule will not be applicable if 
the transfer is to the insured himself, to 
a partner of the insured, to a partnership 
in which the insured is a partner, or to 
a corporation in which the insured is a 
shareholder or officer. The intent appar- 
ently was to limit tax-free transfers to 
legitimate business transactions and this 
seems to have been done except that it 
is not possible to transfer policies be- 
tween stockholders in a corporation and 
avoid transferee-for-value liability. It 
may be that Congress foresaw some 
abuses if the bars were taken down that 
far. Possibly it thought of a situation 
where a man would acquire a few shares 
of stock in a corporation solely to qualify 
for a tax-free life insurance transfer. At 
any rate, there would seem to remain a 
few hardship cases involving stockhold- 
ers in closely held corporations where 
the percentages of ownership have 
changed or a new interest has come in 
and it has become desirable to shift the 
life insurance coverage. However, it 
would seem to be possible to transfer 
ownership of the policies now owned by 
stockholders on each other to the cor- 
poration and work out a new contract 
whereunder the corporation becomes 
the purchaser at the death of a stock- 
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holder. This procedure has some poten- 
tial disadvantages but, so far as our ob- 
servation goes, 85 or 90% of the stock 
purchase plans currently being set up 
do provide that the corporation will re- 
tire the stock. w 


_ New decisions 





Marital deduction for 1/, of insurance 
policy; but value of policy is reduced 
by wife's lien thereon. The decedent’s 
wife had the income and right to princi- 
pal of 1/, of decedent’s $50,000 face 
value policy. However, the policy had 
been assigned to the wife as security 
for her loan to him of some $16,000. 
In valuing the policy therefore, the lien 
must be deducted and marital deduc- 
tion is permitted for only 1/, of $50,000 
minus the loan. Estate of Fielder J. 
Coffin, TCM 1954-228. 


Marital deduction allowed for com- 
promise payment to husband. (Acqui- 
escence.) The Commissioner had dis- 
allowed for marital deduction a pay- 
ment made to the decedent’s surviving 
husband in an out-of-court settlement 
of his claim against his wife’s estate. 
The husband received nothing under 
his wife’s will and he threatened to 
contest the probate. The Court finds 
that the settlement was made in good 
faith and since it was made because of 
the husband's position: as such, the mari- 
tal deduction must be allowed. Estate 
of Gertrude P. Barrett, 22 TC 606, Acq. 
IRB 1954-50, 6. 


Settlor’s reservation of power of ap- 
pointment, though unexercised, justifies 
inclusion of trust corpus in her estate. 
Decedent created an inter vivos trust 
to pay the income to her daughter until 
the decedent’s death, remainder to go 
to such of decedent’s heirs she ap- 
pointed by will. Failing such appoint- 
ment, the corpus was to go to her 
daughter or her daughter’s surviving 
issue. Decedent died without exercising 
the power. The court held that the 
reservation of the power was sufficient 
to justify inclusion of the corpus in 
decedent's gross estate. Estate of An- 
tonina Halberstam, TCM 1954-208. 


Tax relief on sale of residence not avail- 
able to trust. The Code exempts from 
tax the gain on the sale of a residence if 
the proceeds are used to purchase a new 
residence. This provision does not apply 


to residence property owned by a trust 
and occupied by a beneficiary because 
the taxpayer (the trust) cannot be con- 
sidered to have occupied the residence. 
Rev. Rul. 54-583. 


Supreme Court holds a charitable be- 
quest nondeductible because contingent 
upon life beneficiary's death without 
children. The decedent left his residu- 
ary estate in trust for the joint lives of 
his wife and daughter and for the life 
of the survivor of them. Upon the death 
of the survivor the principal is payable 
to the then-living descendants of the 
daughter. If there are no such descend- 
ants one half the residue goes to col- 
lateral relatives of the decedent and the 
other half to named charities; if none of 
the named relatives are then living, the 
entire residue goes to charities. Dece- 
dent was survived by his wife, 62, and 
his daughter, 27, who had been mar- 
ried and divorced, but was childless, 
prior to her father’s death. The second 
circuit had affirmed the Tax Court in 
holding that the value of the contingent 
remainder to charity was reasonably and 
actuarily ascertainable and thus deduct- 
ible for estate tax purposes. Since the 
first circuit had arrived at a contrary 
conclusion, Newton Trust Co. v. 
Comm’r, 160 F. 2d 175, the Supreme 
Court granted certiorari. 

The Supreme Court reverses the sec- 
ond circuit. The Regulations permit the 
deduction of the present value of an 
assured bequest to charity deferred until 
the termination of a life estate or estate 
for years. However, it permits no deduc- 
tion for a conditional bequest “unless 
the possibility that charity will not take 
is so remote as to be negligible.” The 
estate conceded that there was a real 
possibility the charity would take noth- 
ing. The Court reasons that if the dece- 
dent had conditioned his bequest solely 
on the death of the daughter before 
remarriage, the actuarial value of the 
estate could easily be determined and 
the taxpayer receive a substantial de- 
duction. If the deduction were allowed 
here “the result might be not so much 
to encourage gifts inuring to the benefit 
of charity as to encourage the writing 
of conditions into bequests which would 
assure charitable tax deductions with- 
out assuring benefits to charity.” An 
actuarial determination will no longer 
suffice for a deduction unless there is a 
real possibility that the charity will take. 
Justices Reed and Douglas dissent and 
argue that the decision defeats the Con- 
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gressional purpose of encouraging chari- 
table gifts. Comm’r v. Estate of Stern- 
berger, SCUS, 1/10/55. 


Gifts of stock, largely to wife, not in 
contemplation of death. Taxpayer, a Sun 
Oil executive, retired in 1940 after heart 
attacks in 1936 and 1937. He made 
gifts to his family of a total value of 
about $120,000 of Sun Oil stock he had 
acquired through employee purchase 
plans. From 1937 to 1948 he made 
these gifts at various times. The court 
finds they were not in contemplation of 
death. Estate of Fielder J. Coffin, TCM 


1954-228. 


Heirs, who asked court for trust, tax- 
able as grantors. Decedent left 2/3 of 
residue to his sons; income on other 
third to his wife, with remainder to 
sons. The widow and sons petitioned 
the Chancery Court to establish a trust. 
One-third of the income was payable to 
the widow, and the remaining two- 
thirds accumulated or disbursed as the 
sons, who were trustees, requested. Al- 
though the trust was technically es- 
tablished by court order, the Tax Court 
agrees with the Commissioner that the 
sons should be taxed as grantors. Two- 
thirds of the income is taxable to them. 
W. T. Moore, 23 TC No. 67. 


Valuation of family business; failure to 
file held willful. Three brothers in 1941 
transferred their stock to the children 
of two of them, shortly before the death 
of one of them. The court finds that 
although in form the childless one gave 
his stock to his brothers, the brothers 
were a mere conduit—the gift was to the 
sons. No returns were filed until 1949. 
The value reported then was $250,000. 
The court rejects the value estimated by 
an expert witness, pointing out that the 
balance sheets from which he worked 
were inaccurate, and that there was no 
evidence of the relation of real to book 
values. It valued the gifts at $200,000. 
The court found that failure to file re- 
turns could not be excused by advice 
from a CPA. He was an employee of the 
company for only two years. It was not 
shown that his opinion on its value was 
reliable. On the other hand, the donors 
well knew the business was extremely 
valuable. 25% deliquency penalty sus- 
tained. Estate of Frank T. Powers, TCM 
1954-239. 


Grantor not taxable on trust income 
used to pay notes secured by corpus. 


Taxpayer purchased from a family cor- 
poration an interest in a partnership the 
corporation had held, giving in pay- 
ment her note, secured by the partner- 
ship interest. She then transferred the 
partnership interest to a trust for her 
children, in which she retained no 
right, and the trust assumed the notes. 
This court agrees with the district court 
that the taxpayer-grantor is not taxable 
on the income of the trust used to pay 
off the note. It distinguished Douglas 
v. Willcutts (296 U.S. 1) and Helver- 
ing v. Blumenthal (296 U.S. 552), both 
of which found the grantor taxable on 
trust income used to pay off the grantor’s 
debts. In both those cases, the liability 
had been incurred prior to the creation 
of the trust; here they were simultane- 
ous. In this case, the taxpayer received 
no benefit, no property was released, or 
assets increased by the assumption of 
the debt by the trusts. Moreover, there 
was no possibility of her sharing in trust 
income or corpus after the notes were 
paid off. The court followed Hays’ Es- 
tate (111 F. 2nd 169) which held non- 
taxable a grantor who put mortgaged 
realty into a trust. Greenwald, Edwards 
v., CA-5, 12/15/54. 
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Pension plan beneficiary taxable on 
“income in respect of decedent”; also 
gets estate tax credit. Payments to a 
beneficiary of a deceased participant 
under a pension or profit-sharing plan 
are “income in respect of a decedent” 
under Sec. 126, 1939 Code, and must 
be included in the beneficiary’s income. 
A deduction for estate tax paid may be 
made. Payments to a survivor under 
joint and survivor annuity are not “in- 
come in respect of a decedent.” Rev. 
Rul. 54-601. 


Son found joint tenant with father— 
property included in father’s estate. In 
1936 the son paid for 50% of the out- 
standing shares of a corporation, (His 
father owned the other 50%.) Later 
they put this newly purchased stock 
into their joint names. Subsequently 
issued stock was also held jointly under 
a contract that control and manage- 
ment would go to the survivor. The 
court interprets this as creating a joint 
tenancy under California law, Because 
of this interest held by the father, the 
shares are includible in his taxable es- 
tate. Brockway Estate v. Comm’r., 6A- 
9, 1/22/54. 





THE COMBINED ESTATE, GIFT, AND 
INCOME TAX structure creates strong 
incentives for inter vivos and testa- 
mentary family gifts in trust. The set- 
ting up of a trust creates a new in- 
come tax entity beginning at the 
lowest tax bracket, removes wealth 
from the highest estate tax bracket, 
and substitutes the lower gift tax 
rates (again starting at the lowest 
rate bracket). These have been 
powerful incentives to the wide use 
of gifts in trust, in which manage- 
ment and control of wealth largely 
remain in the settlor. Moreover, with 
a life estate given to the prime bene- 
ficiary and remainders over to the 
secondary beneficiaries, ordinarily 
one generation of estate taxes is 
skipped. 

Overall the wide use of gifts in 
trust tends to create a greater con- 
servatism in investments than if the 
property were held by the donor. 
Corporate trustees in -particular are 
traditionally and openly conservative 
in their investments. The magnitude 





TAX ADVANTAGES OF TRUSTS ENCOURAGES 
CONSERVATISM IN INVESTMENTS 


of the effect of trusts on investment 
policy may be indicated by the fact 
that in 1949 corporate trustees man- 
aged $50 billion in assets for the 
benefit of private individuals—a sum 
approximately equal to the total 
policy reserves of all life insurance 
companies in that year. Hence, the 
effects of trusteeships in preventing 
the flow of funds into the stocks of 
less well-established companies and 
new ventures is not inconsiderable. 
Curiously, therefore, a major imped- 
ing tax effect on the venture capital 
market found by the authors is one 
for which the government itself is 
only indirectly responsible; but the 
conservatism of the one branch of 
the financial community itself, the 
corporate trustee, bears the primary 
responsibility. . . . 

Jerome R. Hellerstein reviewing 
EFFECTS OF ‘TAXATION: INVEST- 
MENTS BY INDIVIDUALS, by J. Keith 
Butters, Lawrence E. Thompson, 
and Lynn L. Bollinger, in the Indi- 
ana Law Journal. 
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Some partnerships can benefit from 


election to be taxed as corporation 


\ NOVEL CONCEPT was introduced in 
the 1954 Code (Section 1361) per- 
mitting certain small businesses organ- 
ized as partnerships or proprietorships 
the election to be taxed as corporations. 
While it is not expected that these pro- 
visions will have a wide general use 
(the Senate Finance Committee esti- 
mated a loss of only $20 million dollars 
in revenue for the fiscal year 1955) the 
option will be a useful planning aid in 
limited areas. Thomas G. Bugan and 
Ralph S. Brown, in analyzing these pro- 
Chicago Bar 
Record, illustrate the tax savings to be 
gained thereby: 

In certain instances a client does not 
wish to use a corporate vehicle for either 


visions for the January 


personal reasons or because of trade 
custom. In this situation the option may 
have great value. 

Assume a married taxpayer with no 
children who has a proprietorship busi- 
ness which nets him $100,000 per year. 
Under the present tax rates, his federal 
income taxes amount to $52,056 per 
year, leaving him only $47,944 after 
taxes to live upon and to plow back into 
his business.! If this taxpayer elected to 
be taxed as a corporation, he could re- 
duce his immediate outlay for taxes by 
$13,020, provided he would take the 
least expensive salary taxwise? and such 
salary was held to a reasonable and thus 


' All tax computations in this article are 
based upon the taxpayer taking the stand- 
ard deduction. 

* The most effective salary, assuming com- 
plete deductibility, is an amount which 
will result in the business income left in 
the proprietorship or partnership and the 
salary taken out by the owner taxed at 
approximately the same rates. For example, 
the highest tax rate on a $38,200 salary for 
a married individual is 50% whereas the 
top rate on the $61,800 left in the business 
is 52%. A larger or lower salary would 
mean increased over all taxes. 


deductible by the proprietorship. This 
savings may be computed as follows: 
Tax as individual proprietor...... $52,056 
Tax on salary of $38,200. .$12,400 


Tax on balance of business 


income of $61,800...... 26,636 
39,036 
Savings in immediate tax outlay. . . $13,020 


Table I, below, is designed to show 
the possible immediate tax savings 
available by use of the election if the 
most effective salary is taken. Column 
I shows the assumed business income; 
Column 2, the tax on such income for 
a married person if taxed as a propri- 
etor; Column 3, the most effective 

Column 4, the corpo- 
rate tax on the income retained in 
the business (Column 1 less Column 3 
produces such retained income); Col- 
umn 5, the tax on the salary of the 
proprietor; Column 6, the total tax 
under the election (Column 4 plus 
Column 5); Column 7, the net im- 


salary tax-wise; 


Table II, 


mediate tax savings (Column 2 less 
Column 6), 

Several facts may be observed from 
this chart. For a married proprietor 
who has no outside income, the imme- 
diate tax savings are modest unless the 
business income is in excess of $25,000. 
For a partnership of two equal partners, 
the immediate tax savings would not be 
substantial unless the partnership had 
business income in excess of $50,000 if 
the married partners had no outside 
income, etc. 

However, if the proprietor or part- 
ners had outside income, the immediate 
tax savings would set in at a much 
lower business income figure. This 
would also be true if the proprietor or 
partners were not married so that in- 
come splitting advantages of a joint 
return were not present. 

Assume, for example, a single indi- 
vidual with outside income of $10,000. 
below, indicates the great 
tax savings possibilities of his electing 
to be taxed as a corporation. 

An essential fact must be recognized 
The above charts have assumed that the 
earnings of the enterprise were plowed 
back for business reasons. If dividends 
are paid by the electing organization, 
sets in and the ad- 


“double taxation” 


vantages are partially destroyed. For 
example, if the single individual with 
$100,000 business income and $10,000 
outside income, should declare divi- 
dends of 50% of the enterprise income, 
after taxes, the immediate taxes on the 
enterprise and himself would be $61,- 


958, which eliminates half the savings. 


TABLE I: TAX SAVING WHEN MOST EFFECTIVE SALARY USED 
(1) (2) (3) (4) (5) (6) (7) 
Total Tax Net 
Business Tax as Best Tax on Tax on Under Immediat« 
Income Proprietor Salary Business Individual Election Savings 
$ 10,000 $ 1,686 $10,000 $ -0- $ 1,636 $ 1,636 $ —0- 
25,000 6,344 18,200 2,040 3,920 5,960 384 
50,000 19,002 25,000 7,500 6,344 13,844 5,158 
75,000 34,640 38,200 13,636 12,400 26,036 8,604 
100,000 52,056 38,200 26,636 12,400 39,036 13,020 
150,000 90,558 38,200 52,636 12,400 65,036 25,522 
200,000 132,726 38,200 78,636 12,400 91,036 41,690 
250,000 177,182 38,200 104,636 12,400 117,036 60,146 
TABLE II: SINGLE INDIVIDUAL WITH OUTSIDE INCOME 
(1) (2) (3) (4) (5) (6) (7) 
Tax as Tax on Net 
Proprietor Individual Total Tax Immediate 
Business (Including Pest Tax on (Salary & Under Tax 
Income Other Income) Salary Business Other Income) Election Savings 
$ 10,000 $ 6,412 $ -0- $ 3,000 $2,096 $ 5,096 $ 1,316 
25,000 15,370 —0- 7,500 2,096 9,596 5,774 
50,000 33,120 9,600 15,508 6,200 21,708 11,412 
75,000 53,076 9,600 28,508 6,200 34,708 18,368 
100,000 74,796 9,600 41,508 6,200 47.708 27,088 
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y partnership decisions this month — 


Widow operating business of intestate 
with children. 
death of her husband, who operated a 


is partner Upon the 
retail jewelry store, his widow managed 
it for herself and her children. They 
were the heirs since the decedent died 
intestate. Although the wife might have 
had a right to be appointed administra- 
she was not. The IRS holds she 
the 
active, they inactive. Each partner is 


trix, 


and children were partners; she 
subject to self-employment tax on his 
share of the net income of the business. 


Rev. Rul. 54-613. 


When 
ner cannot add profit to salary to deter- 
mine $3,600 subject to social security 


partnership incorporates, part- 


tax. Taxpayer was a member of a part- 
nership until November 1953, and re- 
ported $3,600 as self-employment in- 
come therefrom in his individual tax 
return for the fiscal year ended October 
1953, and paid the self-employment 
tax due thereon. The partnership be- 
November 1, 
1953. The taxpayer received wages in 


1953 ot 


came a corporation on 
$1,700 for services rendered 
during November and December from 
which social security tax was deducted. 
The IRS held that the taxpayer is not 
entitled to refund of the FICA employee 
tax paid in respect to wages received 
from the corporation in 1953 since the 
total wages he received were less than 
the $3,600 minimum subject to the 
employee tax. Rev. Rul. 54-603. 


Bad debt for partner’s deficiency denied 
for lack of proof. Two partners took a 
third 
set up on the books a receivable from 


into their construction firm and 
the third, crediting him with that much 
capital. The third’s drawings exceeded 
his profit share, and upon his with- 
drawal, the partnership claimed a bad 
debt of the of the 
over the remaining capital. The court 
held that the remaining 
partner, did not prove that the third 
partne! 


excess receivable 


taxpayer, a 


(a Baltimore city employee) 
ever promised to pay for the interest, 
nor did they prove that if there was a 
valid claim, it was uncollectible. Perry 
C. Lignon, TCM 1954-222. 


Family partnership not recognized—no 
business intent. The Court found in- 
valid the partnership with taxpayer's 
teenage daughters; they took no part in 


the business and received only a small 
part of the profits. There was no real 
intent for them to do business as part- 


ners. Ellen C. Kynell, TCM 1954-174. 


Payment to former partner after dis- 
solution is personal loss. After the dis- 
solution of a three-man partnership, two 
partners, in a new firm, paid the third 
in settlement of litigation. This pay- 
ment is not an expense of the new part- 
nership, but is deductible as a business 
loss by each partner on his individual 
return. The litigation arose out of the 
business activities of the old partner- 
ship. Percy C. Lignon, TCM 1954-222. 


Final return of partner in continuing 
firm does not include income to death. 
(Acquiescence.) Taxpayers were mem- 
bers of firms which, under the part- 
nership agreement and state law, con- 
tinued despite their death. The Tax 
Court held that the final return of the 
partner does not include his share of 
income from the close of the last regular 
fiscal year to the date of death. Estate 
of Joseph E. Tyree, 20 TC 675., Non- 
acq. 1954-17, 6, Acq. IRB 1954-50, 6. 

Estate of Isadore Waldman, 15 TC 
596, Non-acq. 1951-1 CB 4, Acq. IRB 
1954-50, 6. 

Estate of Samuel Mnookin, 12 TC 
744, Acq. IRB 1954-50, 7. 


Partners had ordinary income to with- 
drawal date though entire interest was 
sold for round amount. Taxpayer was 
a member of a partnership reporting on 
a January 31 year. In October 1948, 
he withdrew from the partnership; an 
inventory was taken then and his share 
of the profit to date determined. His 
interest in the partnership, including 
that profit, was determined to be some 
$50,000, and this was the agreed sales 
price paid upon formal sale agreement 
the following January. Taxpayer ar- 
gued that he should be taxed on part- 
nership income of only his “salary” and 
“interest” from February to October, on 
the ground that he did not share in 
profits for that year—the 
$50,000 was entirely for sale of a capital 
asset. The court sustains the Commis- 


otherwise 


sioner, who followed the partnership 
return originally filed and taxed the 
partner on his share of the profits to 
October, as determined then. Victor 


Leff, TCM 1954-226. 
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Wife's partnership interest continued 
despite marital difficulties. In 1945 tax- 
payer joined his wife in the real estate 
business which they conducted as part- 
ners. They did all business and advertis- 
ing in their joint names and had joint 
checking and savings accounts. In Janu- 
ary 1948, the wife became less active 
in the business. In October 1948, the 
wife filed a separation petition. The 
court reversed the Commissioner and 
found that the partnership did not cease 
in January 1948, but continued until 
that October. Henry G. Small, TCM 
1954-230. The also held, in a 
separate proceeding, that her distribu- 
tive share of the profits for 1948 was 
taxable to the wife whether or not dis- 
tributed. Mary W. Conrad, TCM 1954- 
229. 


court 


Neither children nor wife were partners. 
Taxpayer, by deed of gift, made his 
children (then 9 and 12) each 1/, part- 
ner in his business. Entries 
were not made on the books until 9 
months later; no trustees or legal guard- 
ians were appointed for the children; 
they got no funds from the business, 
which continued to be run by the father. 
The court finds no real intent to join 
in business as partners. Though the 
taxpayer and his wife were in a com- 


used-car 


and each re- 
ported one half the business income, 
the right to report on a fiscal year de- 


pended on the wife being a partner. 


munity property state, 


The court found she was not. Mary 
Frances Lewis, 23 TC No. 68. 


Family partnership to deal in treasury 
bonds upheld. The fifth circuit agrees 
with the district court that taxpayer 
and his children (all over 21) validly 
agreed to join in a partnership to bor- 
row U.S. Treasury 
Bonds. These operations covered about 


money and buy 
18 months. The government had not 
appealed from the lower court finding 
as to one son, aged 29, who took an 
active part. Blackburn, Scofield v., 
CA-5, 12/14/54. 


River pilots pool is partnership. An as- 
sociation of river pilots collects all fees 
for pilotage and divides the proceeds 
among active and retired members. The 
pilots are not employees of the ships, 
nor is the association taxable as a corpo- 
ration. The IRS holds this association 
is a partnership for income tax purposes 
and also for self-employment tax. Rev. 


Rul. 54-614. 
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CORPORATE & PERSONAL PROBLEMS IN 


Taxation of compensation 


EDITED BY JOHN P. ALLISON, LL. 8. 





The error in new Form 1040 on 


retirement income credit 


}NTIRELY NEW in the 1954 Code is 

— the credit of not more than $240 
allowed by Section 37 to individual tax- 
payers, except non resident aliens, for 
“retirement income.” If both spouses 
qualify each is entitled to the credit. 
The credit is of course not available on 
the short-form return. 


Who is entitled to the credit? 


In order for a taxpayer to be entitled 
to the credit two considerations must 
be satisfied: They are outlined below. 


The earned income requirement.—The 
taxpayer must have received more than 
$600 of earned income in each of any 
10 years before the taxable year. 
“Earned income” as in Section 911 (re- 
lating to income from sources outside 
the United States), includes all com- 
pensation for personal services. When 
a business requires both personal serv- 
ices and capital, the allowance for per- 
sonal services which will be considered 
earned income cannot exceed 30% of 
the net profits. 

A break is given to widows and 
widowers. They may qualify for the 
credit, though they themselves never 
worked, if their deceased spouses re- 
ceived earned income for the requisite 
period. (As the section is drawn, credit 
may apparently be claimed even by 
reason of the labors of a spouse from 
whom the taxpayer had been divorced 
prior to death.) 


The eligible types of retirement income. 
—The other requirement is that the tax- 
payer receive “retirement income.” For 
taxpayers under 65, only pensions and 
annuities provided under a public re- 
tirement system, to the extent includible 


in gross income, qualify. “Public retire- 
ment system” means a system estab- 
lished by the United States, a state, or 
any political subdivision, other than a 
system for the Armed Forces. For tax- 
payers 65 or over, income from all 
kinds of pensions and annuities, in- 
terest, rents and dividends, but always 
only to the extent includible in gross 
income, qualify. (“Rents” means gross 
rents, without deduction for deprecia- 


tion or expenses. ) 

For credit purposes retirement in- 
come cannot exceed $1,200 less pension 
payments received under the Social 
Security Act or Railroad Retirement 
Act or which are otherwise excluded 
from gross income, such as certain vet- 
erans pensions. Pensions or annuities 
excluded from gross income because 
they are essentially a return of capital, 
however, do not reduce the $1,200 max- 
imum. But the $1,200 is reduced, in 
the case of taxpayers under 75, by 
earnings in excess of $900. 


How is the credit computed? 


The net retirement income, adjusted 
and limited in the manner described, 
is then multiplied by the lowest tax 
bracket—presently 20%. The resulting 
credit may not exceed the tax computed 
without the retirement income credit 
but after the credits for tax withheld 
on tax-free covenant bonds, the foreign 
tax credit, the credit for dividends re- 
ceived and for partially tax exempt 
income. 

The Senate Finance Committee re- 
port gives the following example of how 
the credit is computed: 


Assume that an individual, 70 years of age, unmarried, using the standard deduction, 
has the following items of income in the calendar year 1954: 


Dividend income received after July 31, 1954 (of which $50 is excluded 


from gross income under sec. 


Pension under the Railroad Retirement Act of 1937 (entirely excluded from 


I) ET ek eee 


Disability payments under a workmen’s compensation act (entirely ex- 


cluded from gross income under sec. 104) 


OPES pO pre far eA) eo br eee 
Berne O: OGG (ODS... 6.5 scecn ap aiwe seis. 


First, the taxpayer must compute his tax before the credit, as follows: 


Agiasted wrons inOOMie. .. oi ke ek ceeee ss 
standard deduction............... 


Less: 


Less: 


Teese WOOO. ck ka os cease he's 


TAx DOGG GUY CLOG «i. . 0:0) ou tenn shuns 
Less: dividends that received credit under sec. 34...............4.. 


Tax before retirement income credit........ 


personal deduction............... 


$2,600.00 
260.00 


$2, 340.00 
1,200.00 


$1,140.00 
xX 20% 


~ 228.00 
22.80 


$ 205.20 








Next, the taxpayer must compute his retirementincome credit as follows: 


Retirement income includes— 


TEPRNEE SOODURE.. «sic ss date oedema en 0m 
FRE MEDS. |... 5.4 a2 eee a apse 6% 


Total retirement income.............. 


2 £S se DOP NINs Boia Wig eae NE 600 


$ 700 


$1,300 _ 


But the limitations in subsection (d) provided that this amount must be reduced as 


follows: 


DMCS THONG. ccs ne bedebedae ess. 
Less railroad retirement pension......... 


Less earned income in excess of $900..... 


Retirement income credit............. 
Therefore. the correct tax is $205.20 less $40, or $165.20. 
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Schedule K of Form 1040 indicates 
that when gross retirement is less than 
$1,200, tax-free pensions, etc., must be 
deducted from the actual amount of 
such retirement income. In other words, 
if gross retirement income is $1,000 
and social security benefits of $600 are 
received, the net retirement income for 
credit purposes is $400. 

The Internal Revenue Service has 
publicly admitted that this is wrong. 
Regardless of the amount of retirement 
income, the Code fixes the basis for 
computation purposes at $1,200 less 
the amount of tax-free pensions, etc. 
However, the net amount so computed 
cannot exceed the actual amount of re- 
tirement income. In the example given, 
therefore, the correct answer is $600, 
not $400. On the other hand, if the 
gross amount of retirement income was 
only $500, and a $600 social security 
pension was received the base for 
credit purposes is $500, not $600. 

All we can add is: much ado about 
very little. * 





Refund of their contributions to em- 
ployees on annuity plan, not income. 
An employer established an insured an- 
nuity plan funded by joint contribu- 
tions. The employer proposes to amend 
the plan to eliminate employee contri- 
butions and to have the insurer return 
to the employees all contributions pre- 
viously made by them. It will reimburse 
the insurer for such refunds. The re- 
funds would constitute a return of pre- 
miums to the employees and would not 
be taxable income to them. The reim- 
bursement to the insurer will be de- 
ductible by the employer from its tax- 
able income over a 10-year period as a 
supplementary cost of annuity credits. 
fev. Rul. 55-14. 


Withheld salary credited to retirement 
fund is taxable income. Taxpayer, a 
civil service employee, had money with- 
held from his salary as his contribution 
to a retirement fund. He claimed that 
this sum should be excluded from his 
gross income for that year and treated 
as a contribution by the employer under 
Sec. 165(b). The third circuit, follow- 
ing Miller v. Comm’r, 144 F. 2d 287 
(CA-4, 1944), affirms the Tax Court in 
holding the sum taxable. Megibow v. 
Comm’r, CA-3, 1/4/55. 


New developments in tax fraud and negligence * 183 








New fraud & neglience decisions 








Supreme Court evaluates net-worth 
method. A review of the United States 
Supreme Court evaluation of the net- 
worth method of reconstructing income 
appears in this issue at p. 139. The 
cases under discussion there are U.S. v 
Calderon, 75 S. Ct. 186, Friedberg v. 
U.S., 75 S. Ct. 138, Holland v. U.S., 
75 S. Ct. 127, and Smith, Daniel v. 
U.S., 75 S. Ct. 194. 

The Court has also vacated a number 
of criminal convictions dealing with 
reconstruction of income by reference 
to net-worth increase. The cases have 
been remanded to the respective circuit 
courts for consideration in light of the 
Holland, Smith, Calderon and Fried- 
berg decisions. These cases are: David 
Mitchell v. U.S., CA-8 (and sub nom 
Mitchell: Banks v. U.S., CA-8; Beaty v. 
U.S., CA-4; Brown v. U.S., CA-6; Bur- 
dick v. U.S., CA-3; Goldbaum v. U.S., 
CA-9; McFee v. U.S., CA-9; Strauch 
v. U.S., CA-6; and Watts v. U.S., CA- 
10) and Remmer vy. U.S., CA-9, 


Delinquency and fraud penalties on 
IRS employee. The taxpayer, an em- 
ployee in the Collector’s office, failed to 
file a return for 1949. The 25% non- 
filing penalty was imposed as well as 
the 50% fraud penalty. The 50% pen- 
alty was imposed on the entire defi- 
ciency without credit for the tax with- 
held on wages. The 1950 return was 
filed late, although back-dated, and a 
20% delinquency penalty was imposed 
on the tax due less the amount withheld. 
Thomas A. McGovern, TCM 1955-1. 


Net-worth reconstruction of cafe and 
gambling income. In view of the ab- 
sence of records of the café and gam- 
bling business owned by taxpayer, in- 
come was reconstructed by the Com- 
missioner using the net-worth method. 
The court did not believe taxpayer's 
story of a substantial cash reserve and 
pointed out that it was never mentioned 
to the examining agents nor was cor- 
roborating evidence from those who 
might be expected to know offered. 
Gambling losses, being non-deductible, 
were treated as personal expense, and 
thus increased the taxable income. This 
the court held to be proper. W. J. 
Lewis, TCM 1954-232. 


Net-worth used; wife liable though she 
did not sign. (Acquiescence.) Taxpayer 
who bought and sold cattle and oper- 
ated a meat shop asserted that his books 
and records were lost except for can- 
celled checks and bank statements. 
Commissioner determined deficiency 
for 1943 on net-worth increase plus 
living expenses. For 1944 and 1945 he 
computed the percentage of gross profit 
over cost of goods sold in 1943 and ap- 
plied it to cost of goods sold in 1944 and 
1945. These methods were found to 
be reasonable. His wife signed earlier 
returns and had never filed an individ- 
ual return, but failed to sign 1944 and 
1945 returns, although her name ap- 
peared as a taxpayer. She was held 
jointly liable for deficiencies. Reliance 
on bookkeeper is not reasonable cause 
for failure to keep adequate records. 
The taxpayer should have supplied him 
with adequate data. Negligence penal- 
ties sustained but not fraud. Hyman B. 
Stone, 22 TC No. 109, Acq. IRB 1954- 
50, 6. ' 
Government must show intent to prove 
fraud by net-worth in tax evasion case. 
The defendant, indicted for income tax 
evasion, moved for a bill of particulars 
for ten items of information. The mo- 
tion was granted to the extent rules in 
the Dolan case, 113 Fed. Supp. 757. 
The government must furnish informa- 
tion as to 1) the basic entries or omis- 
sions in the return relied on for proof 
of fraud or 2) the intent to prove unre- 
ported income by the net-worth method. 
The government need not state any of 
the claimed understatements or over- 
statements in dollars. Carb, U.S. v., 
DC N.Y., 12/13/54. 


Bookmaker’s basic records destroyed; 
court allows estimate of losses; two 
dissents. Taxpayer prepared his income 
tax return from his daily summary 
sheet of winning and losing bets, but 
destroyed the slips showing each bet. 
The grand total for the year was a loss 
of about $600. The Commissioner taxed 
him on some $23,000, the sum of the 
daily totals that were gains, as admitted 
income, and disallowed the total, some 
$23,600, the sum of net loss on loss 
days. The court agreed taxpayer had 
not proved his loss but allowed him 
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$3,000. Two judges dissented: if the 
record justifies any allowance of loss, 
it justifies a full allowance. They would 
allow none. The Regulations, so long 
in force’ that they have the weight of 
law, require taxpayers to keep records. 
These judges felt that the majority hoid- 
ing encourages the maintenance of un- 
verifiable records by unscrupulous tax- 
payers. Jack Showell, 23 TC No. 60. 


March 1955 


Bookmaker’s records acceptable without 
naming bettors and expenses deductible. 
The court rejected the Commissioner’s 
reconstruction of a bookmaker’s income. 
The bookmaker kept carbon copies of 
winning tickets, daily summary and 
analyses sheets and a general ledger. 
This bookkeeping system was adequate 
despite absence of original winning 
tickets identifying bettors. Wages and 





CERTIORARI DENIED ON MANY FRAUD CASES THIS MONTH 


Refusal to show records warrants in- 
ference of willful evasion. (Certiorari 
denied.) The taxpayer neglected to re- 
port repayments for certain outlays 
which he deducted as expenses. In ex- 
amination by the revenue agents he 
refused to submit three of four record 
books. The circuit court held that an 
inference of willful evasion of taxes was 
warranted and that the trial court prop- 
erly overruled taxpayer's motion for ac- 
quittal. Clark v. U.S., CA-8, cert. de- 
nied 1/10/55. 


Conviction upheld despite judge’s al- 
leged partiality. (Certiorari denied.) The 
tenth circuit found that the trial judge 
merely exercised a firm control of the 
proceedings. There was no ground for 
reversal based on his attitude. How- 
ever, the evidence connecting the tax- 
payer with the preparation of his wife’s 
return was insufficient to support his 
conviction for aiding in the preparation 
of a fraudulent return. Rubenstein v. 
U.S., CA-10, cert. denied 12/6/54. 


Incomplete records justify net-worth 
computation. (Certiorari denied.) The 
taxpayer's books and records failed to 
disclose the source of certain income 
reported in his return. The Commis- 
sioner used the net-worth method of 
computing income and found large 
omissions over a period of years. The 
fifth circuit upheld the Tax Court's 
finding that the incomplete records jus- 
tified the reconstruction of income by 
the net-worth method. The court also 
stated that it was not error for the Tax 
Court to find fraud in view of the great 
deficiencies in reported income and a 
purpose to conceal the facts. Bryan v. 
Comm’r, 209 F. 2d 822 (CA-5), cert. 
denied 1/10/55. 


Conviction for failure to include in- 
come, later reported, upheld. (Certiorari 
denied.) In 1948 taxpayer (allegedly 


on the advice of a CPA) reported in- 
come received by him but not reported 
in his 1946 and 1947 returns, without 
identifying it as such. The trial court 
refused to charge that the taxpayer was 
entitled to rely on advice of others or 
that a mistaken belief as to what con- 
stituted income was no offense. The 
circuit court found no reversible error 
in the refusal because even if the re- 
quested charge would have been proper 
it would have applied to only the 1948 
return. Monroe v. U.S., CA-5, cert. de- 
nied 1/10/55. 


Physician’s conviction for failure to re- 
port receipts upheld. (Certiorari denied.) 
A physician and his wife maintained, 
during 1947, separate books for morn- 
ing and afternoon receipts. The morn- 
ing receipts were handed to the wife, 
and the afternoon receipts deposited in 
a bank. The circuit court upheld a con- 
viction for income tax evasion. It sus- 
tained the trial court in instructing the 
jury that an acquittal for the years 
1942-1946 was not to be considered in 
the present charge and that evidence 
of deficiencies for 1938-1941 was ad- 
missible. Vaughn H. Mitchell v. U-.S., 
CA-9, cert. denied 1/10/55. 


Conviction upheld despite alleged par- 
tiality and prejudice of trial court. (Cer- 
tiorari denied.) Taxpayer’s gross sales 
from business were seven times the 
amount reported for 1943 and 15 times 
the amount reported for 1944. The 
court held that he could not complain 
that the government did not take into 
account that his operating costs were 
proportionately in excess of the costs 
reported in his returns for those years. 
Further, the third circuit saw no 
grounds for reversal as to the alleged 
partiality, prejudice, and disrespect of 
the court in detriment of the taxpayer's 
case. Stayback v. U.S., CA-3, cert. de- 
nied 1/10/55. 


rent in connection with the business, 
which was illegal under a state law,| 
allowed as income tax deductions.) 
Charles V. Doyle, TCM 1954-234. 


Felony, not misdemeanor, sections ap-| 
plicable to fraudulent returns. Taxpayer} 
was convicted on a charge of tax eva-| 
sion for failure to report substantial 
amounts of income. Among the alleged 
errors cited on appeal was that the trial 
court improperly refused to instruct the 
jury that it might find the taxpayer 
guilty of the lesser offence of a mis- 
demeanor under either Sec. 145(a) or 
Sec. 3616(a) rather than a felony under 
Sec. 145(b). The eighth circuit finds 
no error. Sec. 145(a) made willful fail- 
ure to pay a tax or make a return a 


misdemeanor whereas 145(b) made a 
willful attempt to evade or defeat any 

tax a felony. As the taxpayer both made 
and filed a return Sec. 145(a) was in- 

applicable. Sec. 3616 made the filing | 
of a false or fraudulent return with in- 
tent to defeat or evade the assessment 
of taxes a misdemeanor. The court de- 
cides that this section is inapplicable 
as never having been intended to apply 

to income tax violations. Paul Dillon v. 

U.S., CA-8, 1/5/55. 


Auto dealer assessed penalties for un- 
derestimate, negligence, and fraud. 
The court found that taxpayer’s records 
as an auto dealer were fragmentary. 
reconstructed _ in- 
come from bank records, finance agen- 
cies, court records of financing agree- 
ments, etc. and computed gross sales 
not reported. The court held that the 
pattern of unreported income for five 
years in itself indicated fraud. This plus 
the failure to keep books, the large 
unexplained sums of money in his bank, 
and the failure to report certain types 
of income was adequate to sustain 
fraud penalties. George Edge, TCM 
1954-223. 


The Commissioner 


Errors held due to negligence, not 
fraud. Deficiencies were assessed against 
taxpayer for 1944-1949 during which 
years he operated a café and gambling 
business. The Tax Court found that 
about ?/, of the alleged unreported in- 
come was due to errors in the Commis- 
sioner’s net-worth statement. The court 
rejects the fraud penalties and holds 
that errors in taxpayer’s accounting re- 
flected only negligence and the destruc- 
tion of gambling records in fear of the 
volice. W. J. Lewis, TCM 1954-232. 
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changed certain exemptions and credits 





siness, 
» fee of the 1939 Code to “deductions.” 
sskeaall EVELOPMENTS IN TAX ss Some of these new deductions are 
1 specifically disallowed in arriving at the 
n i 1 n net operating loss in the 1954 Code be- 
“a 6) u cause of the terminology used in the 
jul definition of a net operating loss as “the 
: wa EDITED ETC ULC UAT CLE Tite wey a = excess of the deductions allowed by this 
aiutttell chapter over the gross income.” Such 
leaed treatment was not necessary in the 1939 
Rap Code, as the exemptions and credits 
ee were automatically eliminated in de- 
tke me the net operating a 
a | - ° ae rf he starting point for the computa- 
mis New operating loss provisions of 1954 Code ton of the net operating loss unde 
a ° »0th Codes is the net loss. e adjust- 
rey gu ve taxpayer substantially better deal ments required arriving at the net 
| fail. operating loss for corporations are 
summarized in Exhibit I. 
"8 z by R. H. Kirnkxanp, cpa, parlner Kirkland & Godbold, Birmingham _ To state it briefly, the benefits orere- 
alee ing toa corporation in the computation 
ie of its net operating loss under the 1954 
nyt ey SALIENT FEATURE of Section 172 Code does not tax non-taxable income Code, ba agp are not available under 
filing of the new 1954 Code is its radical nor disallow statutory benefits in the the 1939 Code, are as follows: 
th in. | departure from the heart of Section 122 _ technical sense, the effect was the same A Dividends received deduction 
ment | %! the 1939 Code which contemplates in the mind of the taxpayer who saw (formerly credit) is allowable in full in 
t de.| that the net operating loss shall be his credits, exemptions and deductions computing the net operating loss. 
wre determined by reference to the actual devoured in the computation of the net 2. The ee of percentage yl dis- 
ppl loss in the economic sense rather than’ operating loss and the net operating covery depletion teed cost depletion is 
on v, | the technical or tax sense. As a result, loss deduction. The 1954 Code did not deductible in arriving at the net operat- 
| the taxpayer, under the 1939 Code, is completely correct this situation, but it "8 loss. 
required to reduce the net operating has been greatly alleviated. 3. The net operating loss is not re- 
+ abe loss by the amount of certain deduc- ney eee : duced by wholly tax-exempt interest. 
fraud, tOns and credits which are permitted Net rules for a corporation vipimes wit ba ttettces 
ile in determining net income but not Let us consider, on a comparative @"Ty0ack rutes for individua 
naehey allowed in the computation of a net basis, the various special statutory ad- Now, let us examine, on a similar 
oid operating loss. The 1939 Code also re- justments entering into the computation basis of comparison, the treatment of 
ie quires similar adjustments to be made of the net operating loss of a corpora- the various items of adjustments enter- 
hve in each year to or through which a net tion under both codes. The 1954 Code ing into the computation of the net 
sales | ODeTating loss is carried. The unfairness 
eee Oe ee ee EXHIBIT I: NET OPERATING LOSS FOR CORPORATIONS 
five | nomic theory in determining the net ’ aay : 
its operating loss may be illustrated by the (The numbering of the adjustments is my own, and not that of the Internal 
enahs fact that a taxpayer whose income fluc- Revenue Code) 
sank, | tates from year to year is penalized, o ies 1030 Code 1954 Code 
ypes e hereas a taxpayer with a stable income 1. Dividends received credit or deduction (un- Credit not Deduction 
stain 15 permitted to enjoy statutory deduc- der the 1954 code, the limitation of 85% of allowed allowed 
- tions and credits to the maximum, even net income is not applicable to the dividends 
TCM a yet . received deduction in computing the net 
though the “economic” income of the operating loss ) 
he ee ae Se a See 2. Credit or deduction for partially tax exempt Credit not Deduction 
wit 1? long period of years. interest allowed not allowed 
ainst St he ince as eas Cale, 3. The net operating loss deduction (the rea- Not allowed Not allowed 
ee ae é ; ee ee son for disallowance of this item is obvious— 
; I found that many taxpayers had _ at- To allow it would result in a piling up of 
ling tempted to enjoy a benefit under Sec- duplicate deductions ) 
that tions 122(a) and 122(b) only to find 4. Western Hemisphere Trade Corporation Credit not Deduction 
m- | all, a large portion of it, snatched credit or deduction allowed not allowed 
MIS- ) away from them under Sections 122(c) 5. Excess of percentage or discovery depletion Not allowed Allowed 
ourt | and 122(d) upon examination of their over cost depletion. (Discovery depletion 
olds : ‘ has been replaced by percentage depletion 
3s tax returns. It might be truly said that in the 1954 Code. ) 
eu (a) and (b) giveth, but (c) and (d} 6. The exclusion from gross income of wholly Not allowed Allowed 
the taketh away. er ; tax exempt interest 
Although Section 122 of the 1939 
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operating loss of an individual under 
the 1939 Code and the 1954 Code, as 
shown in Exhibit II. 

Gains or losses from sales of real or 
depreciable business property are 
specifically classified as business gains 
or losses in the 1954 Code. The ab- 
sence of such a provision from the 
1939 Code resulted in court rulings to 
the effect that such gains or losses of 
individuals were not sustained in a 
trade or business. Thus, a farmer who 
sold his farm at a loss could not include 
such loss as a part of his net operating 
loss. The new provisions of the 1954 
Code will reach the opposite result. 

Also, in both Codes, personal casualty 
losses are treated as business losses in 
computing the net operating loss. 

The question as to whether or not 
earnings from outside employment are 
non-business income which may be 
used to offset non-business deductions 
has not been settled by the new Code. 
In one case, the Tax Court has held that 
the earnings of an employee are non- 
business income. In another case, it has 
held that the salary and commissions 
received by an executive officer of a 
corporation are business income. [In 
the Lagriede case, reported on p. 190 
of this issue, the Tax Court held that a 
school teacher’s salary was business in- 
come which had to be applied to reduce 
her huband’s operating loss without 
first being offset by non-business deduc- 
tions. Ep.] 


Comparison of old and new law 


The benefits accruing to an individual 


March 1955 


in the computation of his net operating 
loss under the 1954 Code, which are 
not available to him under the 1939 
Code, are as follows: 

1. The excess of percentage deple- 
tion over cost depletion is deductible 
in arriving at the net operating loss. 

2. The net operating loss is not re- 
duced by wholly tax-exempt interest. 

3. Losses from sales of real or de- 
preciable business property are treated 
as business losses, and are not required 
to be offset by non-business income. 

The net operating loss carryback has 
been extended from one to two years 
under the 1954 Code. The present five- 
year carryover is retained. The change 
in carryback is applicable to all taxable 
years ending after December 31, 1953. 
However, the two-year carryback is 
restricted to one year for excess profits 
tax purposes. 

The net operating loss is computed 
under 1939 Code rules for years ending 
before January 1, 1954. 1954 Code 
rules are used for yvars ending after 
December 31, 1953. Special rules are 
provided for pro-rating a net operating 
loss of a taxpayer having a fiscal year 
beginning in 1953 and ending in 1954. 

Under both Codes, the carryover or 
carryback is applied to the earliest year 
first, and both carryovers and carry- 
backs are exhausted in the order in 
which they arise. 


Nature of deduction under 1954 law 


The net operating loss deduction, as 
defined under th: 1954 Code, is simply 
the sum of the net operating loss carry- 





tions 


—I 


business income 





EXHIBIT II: NET OPERATING LOSS 


No. Item 1939 Code 1954 Code 

1. Net operating loss deduction Not allowed Not allowed 

2. Excess of percentage depletion or discovery Not allowed Allowed 
depletion over cost depletion 

3. The exclusion from gross income of wholly Not allowed Allowed 
tax-exempt interest 

4, Excess of capital losses over capital gains Not allowed Not allowed 

5. The deduction of 50% of the excess of the Not allowed Not allowed 
net long-term capital gain over the net short- 
term capital loss 

6. The credit or deduction for personal exemp- Credit not Deduction 


Excess of non-business deductions over non- 


FOR INDIVIDUALS 


allowed not allowed 


Not Not allowed 
(but see 
change al- 
lowing losses 
from sales of 
business 


property ) 


allowed 








overs and carrybacks. There is no 
counterpart to the troublesome Section 
122(c) of the 1939 Code which requires 
that the sum of the carryovers and 
carrybacks be reduced by certain spe- 
cific items of the year to which carried 
in arriving at the net operating loss de- 
duction. However, as under the 1939 
Code, certain adjustments must be made 
in determining the income for any in- 
tervening year which must be applied 
against the net operating loss to find 
the portion of the loss which will still 
be available for carryover to a later 
year. These adjustments to the income 
of the intervening years have been 
simplified and made more liberal by 
the 1954 Code. They are briefly: as 
follows: 


Corporation income of 
years is increased by: 
1. Deduction allowed for partially 
tax exempt interest. 

2. The deduction allowed to West- 
ern Hemisphere trade corporations. 
Individual income of intervening years 

is increased by: 

1. The deduction for personal ex- 
emptions. 

2. The excess of capital losses over 
capital gains. 

3. The deduction for 50% of capi- 
tal gains. 

As in the 1939 Code, the net operat- 
ing loss of the intervening year is de- 
termined without regard to the net 
operating loss for the loss year, or for 
any taxable year thereafter. 

Also, the taxable income so computed 
for the intervening year shall not be 
considered to be less than zero. This 
provision was inserted to prevent a 
carryover or carryback for more than 
the statutory period. 

No adjustment is required in the in- 
tervening year for the dividends re- 
ceived deduction of a _ corporation. 
However, the dividends received de- 
duction of such year is limited to 85% 
of the taxable income before reduced 
by the net operating loss deduction. 


intervening 


Adjustments eliminated in new law 


In determining the slice which will 
be carved from the net operating loss 
in its journey through the intervening 
years, the following adjustments of the 
1939 Code have been eliminated from 
the 1954 Code: 

1. The adding back of tax-exempt 
interest to net income. 

2. The disallowance of the excess of 
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percentage depletion over cost deple- 
tion. 

These eliminations apply to both 
corporations and individuals. 

Section 172(e) of the 1954 Code re- 
quires that in the computation of the 
net operating loss carryback or carry- 
over to any taxable year, the necessary 
computations involving any other tax- 
able year shall be made under the law 
applicable to such other taxable year. 
For example, if a 1954 loss is carried 
back to 1952 or 1953, the 1939 Code 
will be used to determine the adjust- 
ments to be made in the earlier years, 
although the 1954 loss will be com- 
puted under the 1954 Code. Likewise, 
where a loss is sustained in 1953, the 
amount of the loss will be computed 
under the 1939 Code, but adjustments 
to be made in later years will be made 
under the 1954 Code. 

As previously stated, proration is re- 
quired in computing the net operating 
loss for fiscal years beginning in 1953 
and ending in 1954. Section 172(f) of 
the 1954 Code provides for the com- 
putation of a tentative net operating 
loss under both the 1939 Code and the 
1954 Code. 

In addition, the amount of the net 
operating loss which may be carried 


back to the second preceding taxable 
year is the portion of the loss which the 
number of days after December 31, 
1953 bears to the total number of days 
in such year. In determining the amount 
carried to any other taxable year, the 
reduction for the second taxable year 
preceding the 1954 fiscal loss year shall 
not exceed the portion of the net oper- 
ating loss which is carried to the second 
preceding taxable year. 

Amidst the jumble and confusion of 
1939 Code intermingled with 1954 
Code which we will be facing for the 
next few years, let us not overlook little 
Section 172(h) which is last but not 
least, and which I am sure we will long 
remember. It says: 

“(1) For treatment of net operating 
loss carryovers in certain corporate ac- 
quisitions see Section 381. 

“(2) For special limitation on net 
operating loss carryovers in case of a 
corporate change of ownership, see Sec- 
tion 382.” ve 


[The foregoing article is based on a 
paper written for the eighth annual 
Federal Tax Clinic held at the Univer- 
sity of Alabama and sponsored by the 
University and the Alabama Society of 
CPAs.] 


MAPI depreciation study explains 


many factors contained in new Code 


\W HILE DEPRECIATION is essentially an 

accounting and not a tax problem, 
it is to the tax results of depreciation 
recent Treasury Department 
(e.g., Schedule F) that much 
recent attention has been paid. Ever 
since the war-time and subsequent in- 
flation has made depreciation accruals 
insufficient to replace the asset, a large 
segment of industry has claimed that 
capital was being taxed away in the 
form of earnings. These “earnings,” 
they claim, are overstated because of 
under-depreciation. 

Among the most persistent students 
of, and critics of, recent depreciation 
policy has been the Machinery and Al- 
lied Products Institute, a group repre- 
senting the machine tool manufacturers. 
George Terborgh, an economist of some 
reputation, has led their work in at- 
tempting to prove that recent depreci- 
ation policy was taxing American indus- 
try out of its productive equipment. 


under 


policy 


Now the 1954 Code has been passed 
with its 200% declining balance and 
sum-of-digits methods, which have the 
effect of permitting substantial accel- 
eration of depreciation charges. The 
new law borrows more than casually 
from the recommendations of Mr. Ter- 
borgh’s recent book Realistic Deprecia- 
tion Policy (published by MAPI, 120 
South LaSalle St., Chicago, $6). 

As Townsend MacMillan said in re- 
viewing this book in the Controller, 
“Few authors experience the satisfac- 
tion, which must be George Terborgh’s 
these days, of seeing bold new views 
which they have advanced, accepted 
and put into operation so promptly. His 
book espouses an important and far- 
reaching change in the tax treatment of 
depreciation, which has already, in a 
matter of months, been written into the 
law of the land.” 

Mr. MacMillan, who is vice-president 
ard controller of the New York Tele- 
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phone Company, made these additional 
interesting observations on the subject: 

Paradoxically, Terborgh’s realistic 
depreciation policy would probably 
have seemed less radical 20 or 30 years 
ago than at the time of its publication. 
A quarter century back, the concept of 
straightline depreciation was much less 
firmly built into our accounting and tax 
structure than it has since become. Mr. 
Terborgh attributes the widespread 
growth in its use to the well remem- 
bered “tightening up” in depreciation 
allowances for tax purposes undertaken 
by the Treasury Department in 1934. 

Much of the bulk of the text occupies 
itself with measurements of the magni- 
tude of the difference between previ- 
ously accepted concepts of depreciation 
and the concepts espoused by the au- 
thor. Such calculations, which have been 
undertaken for total business property 
in the United States, have required 
heroic assumptions and, we suspect, 
gargantuan calculations. They are made 
separately for “equipment” and for 
“plant” (structures) both with respect 
to present and past deficiencies and 
with respect to prospective future defi- 
ciencies of depreciation accruals under 
present methods. We shall do no more 
than illustrate their magnitude. 


Tax aspects of accounting ° 


Amount of current deficiency 


The current annual deficiency by 
present methods is estimated at 6.8 
billions of dollars, nearly 50% of the 
current accrual. The author holds that 
if his calculations are even approxi- 
mately correct, business and govern- 
ment should be much concerned with 
unrecovered capital erosion of such 
magnitude. While we have no disposi- 
tion to challenge these measurements 
because they are conservatively pre- 
mised, and technically sophisticated, 
they nevertheless do not, in the judg- 
ment of this reviewer, comprise the sig- 
nificant contribution of the publication, 
except as they may have advanced the 
“sale” of its concepts. 

Mr. Terborgh has done a brilliant 
job of challenging existing philosophy 
as to depreciation and of developing 
and supporting a new point of view. 
There are two aspects to his challenge. 
The first is that straight-line deprecia- 
tion as it has most commonly been ap- 
plied fails to make a proper distribution 
of charges over the life of the property 
being consumed. In fact the major 
premise of the study is that straight-line 
depreciation typically. understates capi- 
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tal consumption in early years and over- 
states it in later years. This failure of 
straight-line depreciation to produce a 
correct result is itself due to two causes. 


Use of group method 

The first error stems from the man- 
ner in which average lives are used in 
developing depreciation rates. It may, 
perhaps best be grasped through a sim- 
ple illustration. Let us assume the exist- 
ence of a property group consisting of 
two items each having a cost of $10,- 
000. The estimated average life of these 
items is ten years but one will be retired 
at the end of five years and the other 
at the end of 15. Mr. Terborgh insists, 
and who can say him nay, that the 
correctly computed depreciation during 
each of the first five years is $2,667 
($2,000 on the five-year asset and $667 
on the and $667 per 
year for the last ten years. However, 


15-year asset) 


using the 10% rate developed from the 
ten-year average life (no salvage), de- 
preciation would be accrued at the rate 
of $2,000 during each of the first five 
(10% on $20,000) and at the 
rate of $1,000 during the last ten years 
(10% on $10,000). 

The author holds and demonstrates 
that the use of the group method with 
any group containing assets involving 


years 


any dispersion whatever, from average 
life, produces a built-in basis which, in 
comparison with “correctly computed 
depreciation,” understates the accrual 
during the earlier years of the life of 
the group and overstates it during the 
later years. It is conceded that, given a 
representative 
composition of assets of all elapsed ages 


“group” containing a 
and all expected total lives, the current 
years accrual will not be misstated 
through the use of average lives. It is 
nevertheless true that the accumulated 
depreciation will always be understated 
and that the net property balance will 
always be overstated. Further, because 
of the predominance of young assets in 
a growing economy like ours, there is 
a continuing understatement even of 
current accruals. 


Adjustment in timing 

The second error which Mr. Ter- 
borgh finds in the pattern of deprecia- 
tion charges produced under conven- 
tionally applied straight-line accounting, 
develops from his conviction that de- 
preciation does not occur in equal seg- 
ments over the life of the property. He 
undertakes to support this view with 
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both theoretical and empirical evidence. 
For theoretical evidence, he offers his 
concept of a piece of depreciable prop- 
erty as a reservoir containing a store of 
future service values—for example, a 
machine which will produce 1,000 units 
per year for a ten-year period. 

He argues that the capital value of 
this asset is the present worth of these 
service values. The service values de- 
cline (per unit) as the age of the asset 
advances, principally because of rising 
maintenance costs and the growing 
likelihood of the availability of prefer- 
able alternatives (presumably due to 
advancing technology). On this prem- 
ise, it follows that the decline in value 
of a capital asset is relatively greater 
during the earlier years of its life than 
during its later years. 

If, as the author holds, the pattern 
of depreciation charges should follow 
the pattern of value loss, depreciation 
charges should be heavier, as a per cent 
of asset cost, in the early years of its 
life than the later. The word “pattern” 
is stressed here because the author quite 
properly is seeking just that—not a dis- 
tribution of charges which follows the 
value loss of the particular asset being 
depreciated. The question is, is the pat- 
tern a straight line? If not, how far, and 
in what manner does it depart? 

The basic premise on which this sec- 
tion of Mr. Terborgh’s study is based 
carries considerable appeal by virtue 
of its logic, and the persuasiveness with 
which the argument is made. However, 
when it comes to measuring the rate in 
the decline of service values, resort must 
be made to assumption. Obviously, the 
end result is no better than the assump- 
tion, and there appears to be no way 
of checking or testing the assumption. 
The inferred conclusion of the author 
is that the probable loss of value in the 
first third of life is about one-half for 
equipment and 45% for buildings and 
structures, while in the first half of life 
it is around 70% and 65% respectively. 

The theoretical evidence as to the 
depreciation pattern is followed with 
empirical evidence, the gist of which is 
to demonstrate statistically, what most 
of us would accept, that machinery de- 
clines in value (as evidenced by resale 
prices) more rapidly in the early years 
of its life than in the later years. The 
pattern of decline is substantially the 
same as that developed from a consid- 
eration of the theoretical evidence. 

We have thus far discussed what Mr. 
Terborgh finds wrong with the current 


application of straight-line, average-life 
depreciation. Aside from what may be 
wrong with its pattern, it undertakes, 
of course, to recover only the dotiar cost 
of the property. 


Effect of inflation 

During and following a period of 
extreme, and _ presumably _ built-in, 
change in the price level (roughly 
100% since 1940), is such recovery 
adequate? Realistic Depreciation Policy 
concludes that it is not. True cost re- 
covery must contemplate maintenance 
of the purchasing power of the invest- 
ment, in some terms. It is relatively un- 
important whether we measure that 
maintenance in terms of, for example, 
consumer goods or capital goods; the 
important thing is that we maintain 
purchasing power by some reasonable 
standard. 

Further, the purchasing power to be 
maintained is measured at the time of 
its recovery, not at the time of replace- 
ment. Thus, if prices rise steadily over 
the ten-year life of a machine, the dol- 
lars to be recovered through deprecia- 
tion in the sixth year, for example, of 
life, are a function of the price rise to 
that point. What happens to the price 
level after the recovery of the fraction 
of investment appropriate to the sixth 
years consumption, is not properly an 
element of capital recovery. Clearly, in 
this concept, replacement cost of the 
capital asset at the time of its retire- 
ment is not a proper measure. 

Having developed his theme, Mr. 
Terborgh turns to practical methods by 
which his objectives may be achieved. 
With respect to the incorrect deprecia- 
tion pattern, resulting from the use of 
average-life, straight-line procedures, he 
finds that a double-rate, declining-bal- 
ance method produces a result which 
closely approximates his objective and, 
accordingly, recommends its adoption. 
It is to be noted that this method is not 
proposed because of any merit of its 
own, but merely because it closely ap- 
proximates results for which the author 
has already developed extensive sup- 
port. 

Mr. Terborgh proposes further that 
if the adoption of his suggestion in its 
entirety would impose an immediate 
tax loss thought to be unsupportable, 
some device be used to permit the 
modification to be worked gradually 
into the accounting and tax structure. 
One of his proposals is the device actu- 
ally adopted by the Congress of per- 
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mitting the change only with respect to 
a plant built after a certain date. 

Correction of the failure to sustain, 
through depreciation, the purchasing 
power of capital consumed is given 
second billing. Mr. Terborgh proposes 
that it be accomplished by the official 
adoption of a‘set of multipliers to be 
applied to the cost of property, by year 
of origin, and that depreciation there- 
after be computed on the resulting cur- 
rent dollar base. He urged, however, 
that if both of his reforms could not be 
adopted preference be given to the 
former. 

It is argued that for the long run 
such tax losses as would be experienced 
by adoption of the views expressed 
would be more than offset by tax gains 
resulting from the greater taxable in- 
come afforded by the increased produc- 
tive capacity stemming from the capital 
generation which this tax saving would 
make possible. 


Some remaining problems 


The study, and its publication have 
already proved successful. Tax law has 
been modified almost precisely in the 
manner advocated. It might therefore 
be held that comment at this stage is 
academic. Nevertheless, to the student 
of the subject one or two observations 


may have interest: 


(1) The conclusions of the study 
emerge from a long chain of reason- 
ing, containing a great many: links. 
The effectiveness of each link is de- 
pendent on all the links which have 
preceded it. Where so many of the 
links represent new concepts or new 
variations of concepts which have not 
yet been subjected to the test of time, 
of the 
controller bids him maintain a certain 


the instinctive conservatism 
reservation—an attitude of waiting to 
see whether any flaws develop. 

(2) It is clear throughout that Mr. 
Terborgh is urging the adoption of 
his reforms both in the determination 
of depreciation charges to be booked 
in the accounts and in the calculation 
fails, how- 
ever, to deal with the problems which 


of taxable income. He 
would be generated by accruing de- 
preciation on a blown-up base while 
presumably continuing to carry the 
asset in terms of its nominal dollars 
of cost. Upon retirement, what hap- 
pens to the larger number of dollars 
which have been accumulated in the 
reserve than is charged against it? 
It would be most inappropriate to 


conclude this description and appraisal 
on a note which may sound captious. 
Mr. Terborgh has done a masterly job, 
thoughtfully conceived, and _tellingly 
presented. He has probably done more 
thinking in this area than any other 





Holding period of business realty for 
capital gain. In the latter part of 1952, 
the taxpayer contracted to buy real 
estate. The sellers agreed to pay all 
taxes and operating expenses until the 
end of the year. In accordance with the 
agreement the taxpayer operated the 
property for the seller until January 1, 
1953, at which date he took possession 
of the property and continued the op- 
eration of the business. Taxpayer made 
final payment of the purchase price on 
May 4, 1953, and his warranty deed 
was dated June 3. On the 12th of April 
the taxpayer agreed to sell the property, 
the new buyer to take immediate pos- 
session and pay all operating costs, and 
to have an option to purchase by May 
15, 1953. This option was exercised on 
the 14th of May and the new deed was 
dated July 17. The IRS ruled that since 
the property was used in the trade or 
business of the taxpayer, it would re- 
ceive capital gains treatment under 
Sec. 117(j) of the 1939 Code only if 
held for more than 6 months. The tax- 
payer assumed the burdens and priv- 
ileges of ownership on January Ist and 
his holding period began on the fol- 
lowing day. The new buyer assumed the 
privileges and burdens of ownership 
by exercise of its option on May 14, 
thereby ending the taxpayer's holding 
period. Thus, it was held that the gain 
realized from the sale was not subject 
to capital gain treatment but consti- 
tuted ordinary income. Rev. Rul. 53- 
607. 


Sale of dairy cattle, before proof of 
productiveness, results in ordinary in- 
come. The taxpayer, a dairy farmer, 
adopted the policy of building up a 
herd of top-grade Brown Swiss milk- 
producing cattle. His aim was to retain 
as many of the animals born on the 
farm as met his high standards and to 
sell the others. To judge the fitness of 
the animals a cow had to be 36 months 
of age (one year after the dropping of 
her first calf) and a bull 48 months of 
age (when his first offspring begins 
milking). The Tax Court found that 
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equally able man in the country. That 
factor, in combination with his master 
craftsmanship in the use of available 
data, and the incisiveness of his writ- 
ing, commands respect for anything he 
had to say on his subject. 


animals sold prior to such time were 
not sold because of unfitness as part 
of the dairy herd and ordinary income, 
not capital gain, resulted from the sale. 
On these facts, the sixth circuit affirms 
on the rationale of the Fox case, 198 F. 
2d 719, on which the Commissioner 
relied and where the fourth circuit held 
that cattle sold before they became part 
of the breeding herd were not held for 
breeding purposes within the capital 
gains provisions. The court stated, how- 
ever, that if the case were before it de 
novo, it would follow the McDonald 
case, 214 F. 2d 341, where the second 
circuit recognized that a farmer could 
cull animals prior to the breeding pe- 
riod on the basis of other apparent 
characteristics. Gotfredson v. Comm’r, 
CA-5, 12/27/54. 


Liquidation of investment realty results 
in income not capital gain. Taxpayer 
purchased improved lots. During 1945- 
1947, taxpayer needed money to pay 
outstanding obligations and sold the 
lots. The fact that taxpayer was en- 
gaged in another and the 
further fact that the sales were made 
to liquidate an investment did not pre- 


business, 


vent such sales from being in the ordi- 


nary course of business. Taxpayer's 
profit was ordinary income and not 


capital gain. W. J. Lewis, TCM 1954- 
232. 


Newspaper can change to deferral of 
prepaid subscriptions. The taxpayer, 
publisher of a daily newspaper, re- 
ported on the accrual basis but reported 
its prepaid subscriptions as income for 
the year received. In 1942, the tax- 
payer, in need of working capital, cam- 
paigned intensively for new subscrip- 
tions. In 1943 it deferred $95,700 as 
“Prepaid Subscriptions.” The Tax Court 
upheld the Commissioner in disallow- 
ing the deferment and included the full 
prepaid subscriptions in the year re- 
ceived maintaining that 1) the defer- 
ment was a change in accounting meth- 
ods to which the Commissioner could 
object and 2) the amounts received 
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were held under a claim of right. The 
tenth circuit reversed. Under the ac- 
crual method, the accrual and not ac- 
tual receipt of income is determinative 
of when it is taxable. Not to have per- 
mitted the change in bookkeeping would 
have forced the taxpayer to report its 
prepaid income on a cash basis and 
accrue its deductions. There was no 
change in the method of accounting but 
merely the adjustment of receipts to 
conform properly with the method 
adopted. The court disposed of the 
claim of right theory as applicable only 
in determining whether receipts are 
taxable, not when. Beacon Publ. Co. v. 
Comm’r, CA-10, 1/3/55. 


Loss on sale of assets of continuing 
business is net operating loss. In 1949 
the taxpayer sustained a loss on the 
sale of an and certain farm 
machinery used in her farm business. 
She took the loss into account in claim- 
ing a net operating loss carryover in 
1950. The Commissioner disallowed the 
deduction since the taxpayer was not 
regularly engaged in the business of 
dealing in such assets. The Tax Court 
overruled the Commissioner. Such 
losses are not permitted where the sale 
of assets result in the partial or total 
termination of the business. Here, how- 
ever, the taxpayer was in the business 
of growing crops and livestock for sale 
and. the sales did not change the scope 
or manner of the business. Such loss is 
includible in determining the net oper- 
ating loss for carryover purposes. Helen 
Goble, 23 TC No. 78. 


animal 


Mortgage penalty payment is business 
expense. A penalty paid to mortgagee 
to obtain a release from a mortgage on 
business property, to secure a new loan 
from another source, is a business ex- 
pense. Such payment is also deduct- 
ible on income-producing non-business 
property—such as rental housing. No 
deduction is permitted on prepayment 
of mortgage on a residence. A mortgage 
penalty payment is not, however, de- 
ductible as interest. Rev. Rul. 55-12. 


Lessor’s share of ad valorem tax paid 
by lessee is rent. Under the terms of a 
lease the lessee of mineral property was 
to pay the lessor’s share of ad valorem 
property taxes. The tax is deductible by 
the lessee as additional rent and consti- 
tutes taxable income to the lessor who 
may, however, deduct the amount of 
tax paid. Rev. Rul. 54-600. 
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Salary held “business” income for net 
operating loss purposes. The Tax Court 
reverses its prior stand and holds that 
a salary constitutes “business” income 
and cannot be used to offset non-busi- 
ness deductions in determining net op- 
erating loss. In 1949, taxpayers, hus- 
band and wife, filed a joint return dis- 
closing a net operating loss. One half 
of the loss was carried back by each to 
1947 in which year they filed separate 
returns on a community property basis. 
In 1949 the husband sustained a loss 
in the operation of his business. In that 
year the wife received rents from a 
single piece of property and also salary 
income from teaching school. The Tax 
Court, with 5 dissents, upheld the Com- 
missioner’s contention that the wife’s 
income from rents and salary consti- 
tuted income from “the operation of a 
trade or business regularly carried on” 
which should have been applied to re- 
duce the husband’s operating loss with- 
out first being offset by certain non- 
business deductions. The Luton deci- 
sion (18 TC 1153) was in error in 
holding that the salary was non-business 
income. Anders I. Lagreide, 23 TC 
No. 62. 


IRS changes rule on accrual of vacation 
pay. In a drastic revision of previous 
policy the Commissioner now holds that 
employee’s vacation pay cannot be ac- 
rued until the fact of liability to a spe- 
cific employee has been clearly estab- 
lished and the amount of liability to 
each individual employee is capable of 
computation with reasonable accuracy. 

However, it is possible to include 
vacation pay among the section 462 
expenses which may be estimated. Rev. 
Rul. 54-608. 


City “licensing fee” deductible as busi- 
ness expense. A Louisville, Ky., ordi- 
nance imposing an occupational “license 
fee,” based on a percentage of total 
salaries, commissions, wages, and profits 
earned in the city, is a tax and not a reg- 
ulatory measure. It is deductible as a 
business expense in computing taxable 
income. If imposed on the salary of 
an individual it is not deductible in 
computing adjusted gross income. Rev. 
Rul. 54-598. 


Computation of bank’s bad debts on 
moving average. A bank computes a 
moving average percentage of bad debt 
losses to outstanding loans in deter- 
mining additions to its bad debt re- 
serve as provided in Mim. 6209, CB 


1947-2, 26. It may compute the per- 
centage (as well as the average experi- 
ence factor based on any 20 consecu- 
tive years of experience after 1927 as 
provided in Rev. Rul. 54-148) either 
on the basis of total net losses for the 
20-year period and total outstanding 
loans or on an average computed for 
each of the 20 years. Rev. Rul. 54-597, 


Ee 


Cost of demolition not deductible if | 


property purchased with that intent; 
renovation costs deductible, others are 
capital expenditures. Taxpayer pur- 
chased building with intent of removing 
the library wing in order to reduce total 
assessed value of the property. The 
court denies him any deductible loss on 
the demolition because of his previous 
intent and also because the salvage 
value exceeded the allocation cost plus 
demolition. Expenses in preparing the 
building for tenancy, such as painting 
and wallpapering held deductible; but 
the cost of electrical installation and 
expenditures on ‘driveway and garden 
held capital improvements and not de- 
ductible. Claimed storm loss on trees 
and shrubbery denied for lack of proof. 
Paul E. Jackson, TCM 1954-235. 


New rules issued respecting changes in 
accounting periods. The IRS has issued 
rules concerning the procedure to be 
followed, pending the issuance of regu- 
lations under the 1954 Code, in chang- 
ing to the 52-, 53-week accounting pe- 
riod and in changing or establishing 
the accounting period of partnerships. 
Rev. Rul. 55-10. 


Ordinary income on sale of houses 
planned for rent. Taxpayer planned to 
build houses for Hanford employees in 
Washington. He had hardly begun 
when all employees were transferred 
to Oak Ridge. However, demand was 
good, and the houses were completed 
and sold within two years. Some were 
rented but only on a month-to-month 
basis. The rental income was small. The 
court finds the houses were held for 
sale; therefore the gain is ordinary in- 
come. H. G. Homann, TCM 1954-227. 


Department store has capital loss on 
stock of bank it operated. (Certiorari 
denied.) Taxpayer, a department store, 
owned and operated a bank which, in 
the early 30’s had financial difficulties. 
The bank sued the taxpayer on its 
statutory liability and in 1943 accepted 
a sum in settlement. Taxpayer then de- 
ducted the payment and the legal fees 
involved in the litigation. The worthless 
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bank shares were cancelled. New shares 
were issued to the depositors. These the 
taxpayer purchased from the holders 
for merchandise certificates. The circuit 
reversed the Tax Court which 
allowed the losses as ordinary business 
expenses. The circuit court found it a 
capital loss. The depositors held what- 
ever equity remained when the orig- 
inal shares were found worthless and 
cancelled. The issuance of new shares 
to them was in recognition of this 
equity; the later transfer to the tax- 
payer for merchandise certificates was 
a sale for value. Adam, Meldrum ¢& An- 
derson Co. v. Comm’r, 215 F. 2d 163 
(CA-2), cert. denied 1/10/55. 


court 


Loan by real estate lawyer to devel- 
oper of large tract non-business, despite 
expectation of legal work. Taxpayer 
was a member of a law firm specializing 
in real estate. It assisted in the organi- 
zation of a corporation to develop land 
near West Point. For a long period, 
work was halted because the U.S. was 
preparing to condemn the property. 
Taxpayer personally lent the corpora- 
tion some $80,000 to meet payments on 
land purchase contracts during this 
period. Despite the expectation of sub- 
stantial legal business, the court held 
the loans were non-business. Cyrus M. 
Miller, TCM 1954-238. 


Advance by real estate man to builder 
held debt despite shares received and 
treatment on books. Taxpayer was in 
the real estate and insurance business. 
[t sold many homes built by a company 
in financial difficulties. Because of gen- 
eral knowledge of that connection and 
possible public distrust of him if builder 
defaulted, he advanced $10,000 to as- 
sist in completing houses in construc- 
tion. Taxpayer also received stock, but 
the court found this was done to shift 
control. The $10,000 was shown as a 
capital contribution on the builder's 
books. The Tax Court finds it was a 
loan. However, it was not yet worthless 
in the year under review as the credi- 
tors were still permitting operations to 
continue. Richard M. Drachman, 23 
TC No. 70. 


Broker, taking over customer's account 
at more than market, has no loss while 
it holds securities. The taxpayer's cus- 
tomer was obligated to buy securities 
when issued, at a price about $123,000 
more than current market. The taxpayer 
took over these buy contracts, releasing 


the customer, in exchange for the cus- 
tomer’s collateral of about $63,000. The 
court characterized as without merit, 
the Commissioner’s argument that the 
$63,000 collateral represented taxable 
income, but the $123,000 loss was 
merely contingent. However, the whole 
transaction was not closed; the tax- 
payer did not sell out and take a loss. 
It Stayed at the risk of the market, and, 
in fact, ultimately realized a profit on 
the deal as a whole. Loewi & Co., 23 
TC No. 59. 


Indebtedness from father not proved, 
nor value prior to year claimed as bad. 
Upon his father’s death without prop- 
erty in 1949, taxpayer learned from his 
will, executed in 1922, that his father 
acknowledged a debt to him of some 
$6,000, arising out of a transaction the 
taxpayer remembered only vaguely. 
The court points out that the acknowl- 
edgment of the debt was in 1922, which 
does not prove a debt in 1949. Further- 
more, the father had been dependent 
on his son for many years; the debt, if 
debt it was, was worthless long before 
his death. Alfred P. Cole, TCM 1954- 
224, 


Residence building permit not deduc- 
tible. The cost of a city building permit 
to build a residence is not deductible. 
The fee is charged as part of the city’s 
regulatory plan; it is not a tax. It should 
be regarded as part of the cost of the 
building. Special Rul., 12/6/54. 


Call held when short sale covered; call 
holding period begins then. Under the 
1954 Code, if substantially identical 
property owned less than six months is 
held at the time a short sale is covered, 
then the short sale is considered short 
term, and the holding period of the 
identical property begins on the date 
of closing the short sale. The IRS rules 
that a call to buy a stock is substantially 
identical to the stock. A call held dur- 
ing the period a short sale is effected 
has a holding period beginning with 
the closing date. Special Rul., 12/10/54. 


Skipped salary paid later not “back 
pay”; there was no insolvency. Tax- 
payer received $4,800 in 1946, pay- 
ment at $100 a month for depression 
months in 1932-1935 when he (a !/, 
stockholder) received no salary from 
the corporation, which operated a small- 
town store. The court refused to treat 
this as back pay taxable as if received 


191 


in 1932-1935. While the company had 
a low cash balance and slow moving 
inventories, it was not insolvent; it had 
no mortgage debt, no deficit, it made 
a profit in each of the years. Alfred B. 
Thoreson Estate, 23 TC No. 56. 
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Ordinary income on sale of bulls also 
rented out for breeding. Taxpayers re- 
ceived some $2,000 in stud fees ($20 
to $50 a bull) and realized a gross 
profit of about $11,000 on sales of the 
bulls to slaughterers. The court finds 
that the rental (the farmer fed the bull 
for the season he rented it) was merely 
a means to raise the bulls for slaughter, 
the taxpayers’ main business. Hence 
gain on the sale is ordinary. Albert T. 
Erickson, 23 TC No. 55. 


Bookmaker destroyed daily sheets; but 
Commissioner not authorized to use % 
of gross method. Taxpayer made a daily 
computation of gain or loss on bets he 
took and checked it with his partners. 
From this a daily summary was pre- 
pared which formed the basis on which 
income was reported. The detailed daily 
sheet was destroyed. The Commissioner 
had reconstructed gross income as 15% 
of total bets received. This the court 
holds was arbitrary. The monthly settle- 
ment between the partners was based 
on these summaries. This indicates to 
the court that they were correct. It 
points out that there is no statutory 
authority for penalizing taxpayers who 
destroy their records. H. T. Rainwater, 
23 TC No. 54. 


Motion picture director has capital 
gain on sale of purchased story. The 
court finds that taxpayer, long a motion 
picture director, bought three stories 
intending to direct films based on them. 
In all three cases, after varied negotia- 
tions, he was required to sell the stories 
outright. Since they were held for use, 
not sale in the ordinary course of busi- 
ness, taxpayer had capital gain. Anatole 
Litvak, 23 TC No. 53. 


Lease cost held fixed and amortizable. 
(Acquiescence.) The court finds that 
the taxpayer had a fixed obligation to 
spend $250,000 either on improvements 
to property he occupied as leasee or in 
additional rent. The Commissioner had 
claimed the liability was only contin- 
gent. The $250,000 is amortizable, and 
the court finds as a fact that there is a 
reasonable degree of certainty that the 
taxpayer will renew the lease for one 
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period of ten years, but not that he will 
renew for two, as permitted in the 
lease. The amortization should be com- 
puted over the term of the lease plus 
one renewal period. Jos. N. Neel, 22 
TC No. 130, Acq. IRB 1954-50, 6. 


“business.” (Acqui- 
Taxpayer took over the 


Beneficiary in 
escence.) 
management of trusts of which she was 
beneficiary. The trusts were engaged in 
business. The expenses she incurred are 
deductible as business expenses, since 
she, too, was engaged in _ business. 
Marjorie Fleming Lloyd-Smith, 40 
BTA 214, Non-acq. 1939-2 CB 51, 
Acq. IRB 1954-50, 6. 


Abandonment loss allowable only in 
year value was lost. The Regulations 
require that a taxpayer shall have dis- 
continued his business or permanently 
discarded his assets in the year he 
claims an abandonment loss. However, 
the deduction can be allowed only in 
the year the loss of value occurred and 
may not be deferred by deferring the 
act of abandoning the property. The 
year of deduction is not necessarily the 
year of an overt act of abandonment. 


Rev. Rul. 54-581. 


Can depreciate structures on municipal 
land. A corporation, required to erect 
barriers for its planes at a municipal 
airport, is permitted to depreciate their 
cost over their useful life, even though 
it does not own the land. Rev. Rul 
54-579. 


Regular rules apply to repairs of prop- 
erty subject to fast amortization. The 
IRS rules that the fact that railroad cars 
are being amortized over a five-year 
period, rather than their normal serv- 
ice life of 27 years, is unimportant in 
deciding how to treat repairs to them. 
The regular rule should be used: if the 
repairs do not appreciably extend the 
life of the cars, the cost should be ex- 
pensed. Rev. Rul. 54-578. 


Unclaimed bank deposits transferred to 
surplus account are income. Taxpayer, 
a national bank, was organized in 1934 
when it took over the assets and lia- 
bilities of another national bank. In 
1948 taxpayer transferred unclaimed 
deposits from deposit liability to sur- 


plus, after it had made fruitless attempts 
to locate the depositors. The Tax Court 
upheld the Commissioner’s determina- 
tion that the amount so transferred rep- 
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resented taxable income. While the 
book entries cannot convert into income 
that which, is not income, here the 
book entries marked the point of time 
when it is reasonable to conclude as a 
practical matter that the unclaimed 
deposits would not in fact be paid over 
to depositors. Even if liability con- 
tinued under Pennsylvania law, it is 
unlikely as a matter of fact that the 
bank would have to honor its obligation. 
Fidelity-Philadelphia Trust Co., 23 TC 
No. 66. 


Loss allowed by indemnitor. (Acqui- 
escence.) Taxpayer sold stock to his 
sister and promised she would suffer 
no loss. He was permitted to deduct 
amounts so paid her. This was not a 
bad debt, as taxpayer had no claim by 
subrogation or otherwise; it was a loss 
on a transaction entered into for profit. 
R. W. Hale, 32 BTA 356, Non-acq. 35-1 
CB 29, Acq. IRB 1954-50, 6. 





CLASSIFIED 
ADVERTISING 


POSITIONS WANTED 


Tax supervisor, CPA, New York; head of 
tax dept CPA firm eight years; seeks po- 
sition, New York area. $7,000 per annum, 
Box 223. 


CPA, New York; available ten days 
monthly to overburdened practitioner. 
Box 224. 


Internal Revenue Agent, 8 years examin- 
ing experience, B.S. eligible to , ractice be- 
fore Treasury Department, 36, married, 
children, desires tax accounting position. 
Box 225. 


FOR SALE 


For Sale: Tax Court Digest, new, unused 
in original packing, with one year’s service. 
13 volumes. $125 complete. Box 226. 








NOTE ON NEW DECISIONS: Summaries of new decisions published in | 
THE JOURNAL OF TAXATION are prepared by Eleanor McCormick, CPA, and 
Vivienne Nearing, both members of the New York Bar and members of the 
editorial staff of THe JourNaL. When time permits their summaries are re- 
viewed by the departmental editors concerned, though in all cases the 
editorial staff takes responsibility for the language used. The Editors. 








Exec. Order 10585 
State Dept. Release No. 724 169 
IRC Circular 54-116 169 


INDEX OF New DEcISIONS IN Tuts ISSUE 





NEW DECISIONS are listed below by the Mitchell, V. 184 Scovil 154 
single significant word in the citation, generally | Mnookin 181 Showell 184 
the taxpayer’s last or principal name. The num- Monroe 184 Small 181 
ber is page where summary will be fcund. Moore 179 Stamos 161 
Moses 162 Stayback 184 
Acri 15- Ford 161 Sternberger, Estate _ 
Adam, Meldrum Neel 191-2 . 179 
Anderson 191 Goble 190 Nevada Oil Co. 175 Stone 183 
Allen 161 Gotfredson 189 i Estate 
Artloom 154 — ee Powers, Estate 179 Thoreson, a 
Banks 153 Greenwald 179 cone ‘ Tyree 181 
Barrett, Estate 178 Halberstam 178-9 Rainw ater 191 z 
Bates 162 Hale 192 Rejchert 154 Waldman 181 
Beacon Publ. Co. Hawn 165 Remmer 183 Walter 175 
189-190 Hickerson 161 Robique ' 154 Watts 183 
Beaty 18; Holt 162 Rubenstein 184 Worley 154 
Blackburn 181 Homann 190 
Brockway, Estate, 
: 179 Jackson 161,190 REVENUE RULINGS: The first number is 
Brown 165 Koester 162 that of the Ruling, the second is the page num- 
Brown 183 Koma 175 ber where a summary of the ruling will be 
Bryan 184 Kynell 181 found, 
3 ick 85 
— — Lagreide 190 161 54-601 179 
Carb 183 Larsen 169 : 172 54-602 172 
Clark 184 Leff 181 37% 172 54-603 181 
Coffin, Estate Lewis, W. J. 94-578 192 54-607 189 
178,179 183,184,189 54-579 192 54-608 190 
Cole 191 Lewis, Nat 161 54-580 161 54-609 162 
Coleman 162 Lignon 181 54-581 192 54-610 175 
Conrad 181 Litvak 191 54-582 169 54-611 161 
Liverpool & London 54-583 179 54-613 181 
Davies 162 & Globe Ins. 54 54-586 172 54-614 181 
Dillon 184 Lloyd-Smith 192 54-587 172 54-615 172 
Doyle 184 Loewi 191 54-593 172 54-623 169 
Drachman 191 54-594 169 55-10 190 
McFee 183 54-596 175 55-12 190 
Edge 184 McGovern 183 54-597 190 55-13 165 
Erickson 191 Megibow 161-2 54-598 190 55-14 183 
Fidelity Phila. Tr. Miller 191 54-599 162 55-16 169 
Co. 192 Mitchell, D. 183 54-600 190 55-17 169 
Speciat RELEASES 
Special Rule 12/6/54 191 
2/10/54 191 
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ALEXANDER’S 
FEDERAL TAX HANDBOOK 


1955 EDITION 


EDITED BY 


ROBERT M. MUSSELMAN, L.L.B.; C.P.A. 


(Lecturer in Federal Taxation, University of Virginia; 
Departmental editor for the Journal of Taxation.) 


AND 


DOUGLAS D. DRYSDALE, L.L.B.; C.P.A. 


(Lecturer in Accounting, University of Virginia) 


ALEXANDER’S FEDERAL TAX HANDBOOK is designed as a reference text for the ex- 
perienced tax practitioner as well as the general practioner who must file occassional tax 


returns. 


The simplicity of this NEW EDITION is balanced by its thorough coverage of this com- 
plex field. 


While the more highly specialized phases of the tax law are discussed, the emphasis in 
the NEW ALEXANDER has been placed on such routine business transactions as real estate 
matters, sales of business, formation and liquidation of partnerships and corporations, the 


drawing of wills, administration of estates, etc. 


To save you time and facilitate the use of the volume, the Internal Revenue Code of 1954 


and the new Regulations will be separate from the text volume. 


IMMEDIATE DELIVERY—$17.50 


One volume of Text and Business Problems 
Internal Revenue Code in separate volume 


Specimen Forms 


THE MICHIE COMPANY 


Law Publishers 


Charlottesville, Virginia 
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